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110 MILITARY CONSTRUCTION AUTHORIZATION

CONTINENTAL UNITED STATES—Continued

OTeBONL . - - o e e e $623, 000
Air Force: Kingsley Air Force Base, Xlamath.__._____._____ 229, 000
Air National Guard: Portland International Airport____._.. 233, 000
Army National Guard: Salem____.__ .. . _________.__. 161, 000
Pennsylvania_ _ s 7, 418, 000
Army: Carlisle Barracks. . . . e 374, 000
Air Force:
Olmstead Air Force Base, Middlevown . .. .. .. .._. 6, 169, 000
Mariotta Air Force Station, Marietta_ . ... . . _ 94, 000
Army National Guard:
Bethlehem._ . _ ... .. 45, 000
Carlisle_ e 45, 000
Chester_ _ .. __.___.. e e e 206, 000
Ligonier. _ e 45, 000
Army Reserve:
JORNBtOWN o e e ————— 99, 000
] A - T 149, 000
Naval and Marine Rescrve: Naval Air Station, Willow Grove . 99, 000
Air Force Reserve: Naval Air Station, Willow Grove._._... 93, 600
Rhode Island . - . oo e 4, 405, 000
Navy:
Naval Station, Newport_ . .. ... 1, 709, 000 .
Naval Supply Depot, Newport. . oo . 2, 210, 000
Naval War College, Newport. . - o oo oo eeae 273, 000
Air National Guard: Theodore ¥, Green Airport, Providence.. 213, 000
Bouth Carolina. _ .. . ~ 8, 960, 000
Navy:
Marine Corps Auxiliary Air Station, Beaufort . _...... 4, 362, 000
Marine Corps Recruit Depot, Parris Island_....___ ———— 462, 000
Air Force: ;
Donaldson Air Force Base, Greenville. .._____.__..._.__ 78, 000
Myrtle Beach Air Force Base, Myrtle Beach...._______. 1, 650, 000
Shdw Air Force Base, Sumter_ . ... 1, 339, 000
Army National Guard:

Belton L e 122, 000
Whitmire. - e - 99, 000
Chesterfield ... o ___ o ————— 99, 000
Bateshurg . . o e 99, 000
CloVer.. . e e - 99, 000
JOhNBON _ . o e 99, 600
Pacolet Milla. e 99, 000
St. GEOPEC. et n e 99, 000
Take City - oo 99, 000
Columbin. oo e —————— 80, 000

Army Reserve: Greenwood . oo 86, 000
Bouth Dakota . . e e et e 3, 081, 000
Air Torce: Ellsworth Air Force Base, Rapid City........... .. 2, 931, 000
Army National Guard: Salem....._.._ . _______ 150, 000
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MILITARY CONSTRUCTION AUTHORIZATION

CONTINENTAL UNITED STATHS—Continued

P eNNEBSEe - - - oo oo mc e mmemmmmmme—mm————— $4, 309, 000
Air Force:
Memphis General Depot, Memphis. ... ... ___._ 1, 464, 000
Scwart Air Force Base, gmyrna ....................... 691, 600
Army National Guard:
Camden. ... e 91, 000
Crossville. .. . i 91, 000
Dayton . . i 91, 000
Franklin. . e 91, 000
Harriman._ e 91, 000
Kingsport . - . e iieceaca————— 165, 000
Livingston . e 91, 000
New Bern . oo e 91, 000
Ok Ridge. . oo 142, 000 .
Persons . _ i 91, 000
South Pittsburg 91, 000
Waverly . e 91, 000
Waynesboro. .. _ .o 91, 000
Nashville. . oo e e 493, 000
Naval and Marine Reserve: Marine Corps Reserve Training
Center, Memphis. . e cicmccceeeem 4563, 000
P O RAB - o o e e oo o e e e aacmn e ————— b6, 541, 000
Army:
Fort BUss . . e 13, 734, 000
Fort Hood ... e 4, 258, 000
Navy: Naval Auxiliary Air Station, Kingsville_._._._._..._. 1, 041, 000
Air Force: :
Amarillo Air Force Base, Amarillo. . ... .. .. ... 979, 000
Bergstrom Air Force Base, Austin. ... .____ 1, 684, 000
Biggs Air Force Base, El Paso_____ . ... 5, 080, 000
Brooks Air Force Base, 8an Antonio_ ... _________ 13, 805, 000
Carswell Air Force Base, Fort Worth_ ______.____._._.. 2, 267, 000 .
Dyess Air Force Base, Abilene______ . ____________._._ 1, 346, 000
James Connally Air Force Base, Waco_ .- .. ... .. 760, 000
Kelly Air Force Base, San Antonio_ . _____________.._.. 167, 000
Laughlin Air Force Base, Del Rio. ... .. ... 897, 000
Perrin Air Force Base, Sherman___________. e 319, 000
Randolph Air Force Base, 8an Antonio_._._ .. __.______ 245, 000
Shepgard Air Force Base, Wichita Falls_..____________ 2, 051, 000
Webb Air ¥orce Base, Big Spring. ... - oo ... 3, 081, 000
Army National Guard:
Amarillo. . . ieaaaan 231, 000
Belton . - - e 86, 000
CUCTO . - o e e 93, 000
DallaS . e 154, 000
Bdna . o e 93, 000
Tol Campo . - oo e et 104, 0600
Gainesville. ... o oo 111, 000
THoney Grove. .. oo e 90, 000
Iouston No. 1_ . i - 323, 000
Houston No. 2 oo i 264, 000
Texarkanf. .. - o e 153, 000
Army Reserve: Sinton. ... ... 134, 000
Naval and Marine Reserve: Naval Air Station, Dallas. _.__._ 259, 000
Air National Guard: Hensley Field, Grand Prairie.......__. 1, 862, 000
L K71 WS U U U U USSP 1, 981, 000
Air Force: Hill Air Fores Base, Ogden._ .. ..o o . 1, 746, 000
Army National Guard: Salt Lake Gity. .. .. ... ... 235, 000
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112 MILITARY CONSTRUCTION AUTHORIZATION

CONTINENTAL UNITED STATES—Continued

Vermont. - oo oo e cmmc e —————— $1, 335, 000
Air Force: Ethan Allen Air Force Base, Winooski. ... 990, 000
- Army National Guard:

SBWANEON . e e dc e dc i — e 137, 000
Burlington . e 208, 000

Virginia . o idc e cccmam————- 20, 080, 000
Arm:lg“:

ort el .. ececeas 4, 630, 000
Fort Bustis - e eieaaoan 3, 634, 000

Navy:
Naval Proving Ground, Dahlgren_ ... _._ ... 44, 000
Fleet Air Defense Tmmmg nter, Dam Neck, Virginia
Beach .o o e 1, 134, 000
- Naval Auxiliary Landing Field, Fentress. . _ ... 142, 600
Armed Forces Staff College, Norfolk. - - . 4, 643, 000
Naval Base, Norfolk. ... ___.______ 2, 46, 000
Naval Sgpply Center, Norfolk. _ ..o .o ____ . 128, 000
Marine Corps School, Quantico. ... o auaiol.. 168 000
Air Force: Langley Air Force Base, Hampton 1, 371 000
Army National Guard:
Berryville. - - o oo e 135, 000
NorfolK . . o e m———— 441 000
Pulaski_ oo e 135 000
Richmond . - e 441, 000
Naval and Marine Reserve: Marine Corps Reserve Training
Center, Lynchbur ................................... 388, 000
Air National Guard: Byrd Field, Richmond._ ... . __. 50, 000
Washington. ... i 11, 479, 000
Army Fort Lewis_ ..o oL e mmm—— - 1, 085, 000
Navy: Naval Ammunition Depot, Bangor.__ . ___.____..__. 86, 000
Air Force: -
Fairchild Air Force Basg, Spokane ____________________ 4, 094, 000
Larson Air Force Base, Moses Lake. ... .. _______ 3 795 000
MeChord Air Force Base, Tacoma. .o oo 935 000

Naval aud Marine Reserve: '
Naval Reserve Electronics Facility, Centralia...____.._. 81, 000
Naval Reserve lilectronics Faeility, Olympia (Tum-

WAbET) - L e 47, 000
Naval Reserve Electronics Faoihty, Yakima. .. .______. 48, 000

Air National Guard: Geiger Field, Spokane.. .. ... _.._.__ 1, 308, 000

West Virginia._ .. e 1, 674, 000
»Arm{i National Guard:

CCKIeY . e 200, 000
Clarksburg . . . . e 189, 000
GaBSAWAY e e m 189, 000
KeyBer - o e e 1567, 000

OZATL - s o o e o e e e e e 189, 000
Weston.. .. e 189, 000

Arm¥ eserve: .
Beckley . - woo et e e m 289, 000
Weirton . e 149, 000
Air National Guard: Martinsburg Municipal Airport, Mar-
tnsbUrg. L L e mc e eceememeaas 123, 000



MILITARY CONSTRUCTION AUTHORIZATION

CONTINENTAL UNITED STATES—Continued

113

WiSCONBIN . - e e e e — e $17, 903, 000
* Air Force: :
- Richard Bong Air Force Base, Kansasville.._...__._____ 15, 56562, 000
Truax Field, Madison . oo ciaccaaas 795, 000
Arm% Reserve:
L0t e e e cc e e memmme e memc——————— 157, 000
Kewaunee . - . ccveveent e 157, 000
AdIBON . o e cdc e 490, 000
Air Force Reserve: General Mitchell Field, Milwaukee...__. 173, 000
Air National Guard: Camp Williams, Camp Douglas. . ..... 579, 000
P — ]
WYOMUNE e e oot e mcmem e m————— e 433, 000
Army National Guard:
Lovell e 142, 000
Cody - o e 142, 000
Army Reserve: Cheyenne. o .o oucmmce e ccccccna- 149, 000
Various locations (Zone of Interior). .. ... .. 177, 699, 000
ArINY o e 6, 584, 000
Adr Foree. . - e m 170, 396, 000
Air National Guard. . .o 300, 000
Army ReServe. oo e e 419, 000
Classified (Zone of Interior) - e oo 484, 495, 000
ATINY e oo e 123, 199, 000
N AVY o e ccmcm e mm e 73, 796, 000
Afr Foree. e i 287, 500, 000
OUTSIDE CONTINENTAL UNITED STATES
AlaSKA . - icemmmeamcm ;e ;e — e m— e m 3, 168, 000
Army: Fairbanks._ . oo 7, 000
Air Force;
Eielson Air Force Base._ _ ... . oo 380, 000
Elmendorf Air Force Base. ..o 710, 000
King Salmon Airport. ... oo e 340, 000
Army National Guard: A
Anchorage. - oo ni e ——enanm——— 192, 000
Bethel . et e e 480, 000
Fairbanks . oo e 277, 000
JUNCRU . e e = se e e et e e 450, 000
KetehiKAN .o m e 277, 000
SIt KA e rcmnrmcm e a e — e n e a e —————— 45, 000
BEIDIUAR - oo e e e e e et e 683, 000
Navy: Naval station. ..o aael 683, 000
= e —]
CANAl ZONO. o nv e e ccmc i m e nmm e e ——————— 1, 640, 0
Air Force: Howard Air Yorce Bage. - oo vveoveiacaans 1, 640, 000
- — f e ]
CUDB - e e e e e e e se st s om0 e i o e e e e e 890, 000
Navy: Public Works Center, Guantanamo Bay....ccaoeae. 890, 000
BrbIO8 . e ccmcccccccccmre e et am e R e R an e ———m——a——————— 1, 180, 000
Navy: Naval Communication Unit_NO, 3. c e cccccanmacaaas 1, 180, 000




MILITARY CONSTRUCTION AUTHORIZATION-

OUTSIDE CONTINENTAL UNITED S8TATES8—Continued

HawWall . o e e o e $5, 992, 000
Arm;lr(: ) '
awaihae Harbor. . o e 240, 000
Schofield Barracks. . o cccoama 6593, 000
Fort Bhafter. ... icedccccca——a 2, 925, 000
Navy:
Naval Air Station, Ford Island. .. oo 1, 271, 000
Naval Submarine Base, Pearl Harbor.._ . ... ...... 159, 000
Air Force: Hickam Air Force Base, Honolulu____._._.______ 144, 000
Naval and Marine Reserve: Naval and Marine Reserve Train-
ing Center, Honolulu. ... e 6156, 000
Army National Guard: Kealakekua.... ... 145, 000
Mariana I8land8. aa e - cc e e cec e e ——————— 8, 982, 000
Navy:
Naval Air Station, Agana. .o e e e 4, 414, 000
Naval Su%ply Depot, Guar. . e 3, 060, 000
Air Force: Andersen Air ¥orce Base - oo 1, 508, 000
MIAWAY - - e e e e e e e e 839, 000
Air Force: Naval 8tation, Midway Island_ . ____ ... _._._._ 839, 000
MOPOCEO e o e e e e m e m e mmm e m o ————— 519, 000
Navy: Naval Radio Facility, Port Lyautey ..o oao. 519, 000
NOTth Treland..om o e e mmmmemmsccmmemmmm e S oo 219,000
Navy: Naval Radio Facility, Londonderry. - cevvcaceoacoa. 219, 000
OMIDBW - - e emccn ettt mm e e ~ 165,000
Navy: Naval Air Facility, Naha_ oL 165, 000
Puerto RiCo. . oo o e e 4, 736, 000.
Navy: Naval Station, Roosevelt Roads_ _ ... __...._.___. 3, 324, 000
Air Force: Ramey Air Foree Base. oo . 643, 000
Army National Guard:
JUNCOB . o e e e = 38, 000
Mayaguez._ ... - e e mem e —————— 160, 000
Air National Guard: San Juan International Airport, San
JUAN . e 70, 000
Various looations, overseas. ... ... “-ﬁ‘.—é, 617, 000
AYINY o e 4, 967, 000
Alr Foree. (e e e 117, 550, 000 .
Classified locations, overseas. ... ..o ... m‘?Q—,TIW, 000
ATIY - oo oo 77, 922, 000
NV Y o o oo e 1, 505, 000
Y.ocations not specified . - ... __ ... Mé()TBOO, 000.
ATy e e e 25, 000, 000
NAYVY o e e ————————— 26, 000, 000
Air Foree .o 256, 000, 000
Department of Defense. ..o oo e 233, 401, 000:




APPENDIX

Hon. Ricuarp B, RUSSELL,
Chatrman, Commitiee on Armed Services,
United States Senate.

DeArR Mxr. CHAIRMAN: Submitted herewith are lists of Reserve Forces facili-
ties projects indicating the carryover authorization which would be provided
under section 4 of S. 3863, vresently under consideration by your commitree.
Consultation with your committee has previously been effected or is pending
on all listed projects, in accordance with the provisions of chapter 133, title 10,
United States Code.

The inclosures include a summary for each Reserve component involved
showing the total estimated dollar amount of the carryover authorization based
on the obligations as estimated by the respective military departments for the
entire flscal year 1958. The actual amount of the carryover would, of course,
be determined by the actual obligation level attnined as of June 30, 1858.

Attention is invited to the fact that a reasonable amount of flexibility is pro-
vided for the Army Reserve and Ariny National Guard, as requested by the
Department of the Army; while an additional number of projects are listed,
the actual net carryover authorization would not exceed the June 30, 1958
unobligated balance of funds heretofore appropriated, as provided in sectlon 4
of the proposed legislation.

Additional copies of the lists can be provided if desired by the committee

Sincerely yours,
Fro¥p S. BRYANT,

RESERVE FORCES FACILITIES SUMMARY SHEET

I’iscal year 1958 and carryover project authorization subject to prov isions of
H, R. 12369 and 8. 3863

Army Army Navul and Alr Foroe
Natlonal Reserve  |[Marine Corps|  Reserve
Guard Reservo

'1‘omleatlmau‘dcost (choml) of listed projects.| $39,680,456 | $62, 553, 670 »‘24,841,443 $22, 575,358

Program flexIbility. oot 7,208,288 11, 858 546

'I‘om vallable fundlng. fiscal year 1958. .. _.... 32,381, 168 50, 095. 133 | 124,841, 440 22, 676, 356
Estimated ohligations as of June 30, 1958_. ... 14, 646, 466 19 707,670 13, 000, 000 7 ml.aso
Estimated carryover authorlzation............. 17,735,712 .50 087,454 | 111,841,449 15,074, 000

1 Does not include $883,162 of unobligated prior year approprintions for which speclfio project nuthorization
is contained In H. R, 12360 and 8, 3863,
115



116 MILITARY CONSTRUCTION AUTHORIZATION

ARMY NATIONAL GUARD

KEY 70 TYPE OF OONSTRUOTION

A—Addition N&ARTC—Naval and Army Reserve tmlnlng cen-
ANOL~—Ancillary
BN—Battalion MS—Organlzatlonal maintenance shop
OFMB——Combined fleld mamtenance ghop P-—Plus
OONV~—Convyersion PLAT—Platoo
EXP—Expansion REH——Rehablutauon
MOAS8—Marine Col (r}ps alr station SH— Sth hangar
MORTC—Marine Corps Reserve tralning center ’I‘KBB_ ank storage shed
MVB8B-Motor vehicle storage bullding NQG--T
NAS8—Naval air station U—U it
N&MORTO—Naval and Marine Corps Beserve USP&FO OFF-—United Btates property and ﬂscal
training center officer, office
NREF-Naval Resorve electroniw tacﬂlty UTIL-~-Utllities
NRTO~Naval Reserve training center ‘WH—Warehousa

Fiscal year 1958 and carryover project authorization subject to provisions of

H. R. 12869 and 8. 3863
ARMORY
Obligations| Planned ‘| Carryover
Location Type as of obligations,| authoriza.
Apr, X0, June 30, tion
1958 1958
Alabama:
Blrmlnsham (Med)eeooeaacamenna. 1-U-p & MVS8B........
New Brockton..... ) ) § PO
locomb. .ca..... 1-U e
%prlngvme ........................... ) 3 0 oY
kmoent ............................... D L ¢ IO,
Al
Anchomie ............................ 1-U & MVSB ............
Alakanuk. .. rcameeans Speelal. .o
gllllnghalx;n.--.----------.. ........... gpecllg} ...................
00PerS BAY.u. oo ee e iacaanan peclal. ool
Klm?: 4

8pecial
l-U- Plat)

Kodlak. .

W
Oallfomlm
Anaheim-Fullerton.....acc.co.. O
Potalumea. o ooe e S
Riverslde. ccoece oo aicenaanas
R4 (70 o4 1 L PR
Wntsonvlllo ............................
Colora:
Oolomdo Bprlngs.
Fort Collins......
Grand Junction

QOounecticut: Naugatuck
Florida:

............................

...............................
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Fiscal year 1958 and caryyover project authorization subdject to provisions of
H. R. 12369 and 8. 3863—Continued

ARMORY——Oont!nued

Locatton

Type

Obligations
A0
T

fos8 '

Planned
obligations,
June 30, -

Carryover
authorlea~
tion

................................

.............................

QGrangeville
Idaho Falls

Anderéon

(072717171 : VR, emmememm————
B8heldon. e aae e
Colb
Mai

“Kentucky:
Ashland.....ccceececiccnccenecanannn

Barbourville. ..o
Bowlin

Somersot ..............................

Bath. oo e cccecccaecnencc e
Maryland: Cumberland
Massachusetts:

Bridgewater....:vavcconacaaaas Ceman

Cambridge.

Framingha

Leominster.

Northbridgs

Southbridga...
MlcR an'

.................

..................................

Big Ra {08« cevcvmranmncsacacnaaaaan MVBB

Sault 8t.
Minnesota;

Marle

.......................
..........................

............................

West 8t. Paul. .o ceeeoe e ccmanas
White Bear Lake . aeaeereencccnnanns
M ississippl:
Bay
Clarksdale._
Qreenville..
Hattlesburg
Huizemum.

2-U-Exp & MV8B
1-U-Exp & MVSDB
1-U-P

sunsssvuan

------------

------------

............

............

259, 671
216, 694

o

PR T
85888888

............

[

€3 b ok ok
$O0 50 b0 1= L0 0w 20

<

—

2
g8 88883888

-~
K=

.............

------------

............
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MILITARY CONSTRUCTION AUTEORIZATION

Figcal yecar 1958 and caryyover profect authorization subject to provisions of

H. R, 12369 und 8. 3863—Continued

i ARMORY~—Continued
: Obligations| Planned | Carryover
Location Type as of obligations,| suthoriza; -
Apr, 30, June 30, | -- tlon
1958 1958
Misglssippt - Continved
* Laurel 2—3—1’

ChinOoX .- o oeeeeeeenen. deaemmcacan U eeaee
Dillon..cveeuennne.. ; .
Hamiiton
Whitefish b L O O
Nebraska: Omaha. - 2777777777000 (i) L2
Nevada: .
) ) N U
Yerington. ... iean... ) EX U
New Hampehiro
Keene. ..o iitieieacecceeeeeanan 2-U-Po e
Nashus. .ooeeeoeeoenaae ..., —emmean 2-U-Pe s
Ncw erse{l
ay Court Houso....... eaeeae 2U-~P o ieenennen
Delaware Township........_........ 1-U~P-EXp...cevenn....
Long Branch.. ..ooveonioeinaan .. 2-U~P e
Woodbrldge.. ... .ooeveeenane. ... U
New Mexico:
Avtesin. .o 1-U..... P,

Freeport
(Geneva’. .

(3lcus Fulls.

Conv..
3-U-P.
...} Conv..
....... Conv....

Gloversville...... ... ] Conve oo,
HorneM. coaeeeneiiineaeeeeec{Conve L
Hudson. . oooo i iiienae o Conve oLl
Huntinglon.. ..o iiraannnn. 2- U & AMVSUL L.
Jamestown.. o ool JONV . e e
Malone. ..o Conv. e
Maedina. ..ol Conv. ...
GRdensSbAg. o e, Conve ...

(] | TP, Conv. ..ooiiiiiaiannn
Oneontn. . .ot Conv......cooeniiniin..
Orangeburg (Nyaek) ... .. 2-U-P_ . ...
OBVCED . v e e ee e Conv..............
denencetody .. .ol Conv, . oo
Vleonderoga. . PR B 01+ 1 1 S
0 (2 Convo. . .............
Whitehall.. ... ... ... ..... Conv.. ...,

Worth Carolinn: -

(4330 {1 U
Durham.. ..ol 3-U-P. Ll
Ellzabeth City. ... ... ..... U
M(x)rcsvllle .......................... | B

-3 5 ( . SO,

Jamestown. ...

Mandan

1 £+ 4 2 S,

............

35, 000

43, W0
n

40 00)
105, 000
7105, 000
105, (0
105, O

105, 004
165, 000

............
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Fiseal year 1958 and caryyover project aumo; {zation subfeot to provisions of
H. R. 12369 and 8. 3863—Continued

ARMORY-Coatinued

Location

Type

' Obllgot}om

Ohio:

................................

Sa
Pennsylvania;
Allentown....

Allendule. . e
Bamberg.

Conway..
Inman. ..
Jonesvillo
Munning.....

u .
Summorvlllo .................... teeen

.South Dakota:
Le

Sloux Fall.. .. ool
Springfleld. ..o oo
Tenneasee:
) DN
Covington..._.
Knoxvillo. .
Miln ..
Nashville. . :-
Smithville
1'exns:

Clmon ...............................

Cor ousg Christh, ..o
Dallas, No. 4 (Whlte Rock)..........
DeCalUrave et caeeccaaaaas
) D311 ¢
Qonzales. o vee et
Houston, N0, 3o eoeeioiaaen oo
Longvlew ............................
Mineral Wells. ... e

New Bmun!els

Pnoaburg Falls ool
WIHSEON .oy ce i e

WINdSoF. oo v i -

3-VU-
1-U

1-U

1-U-P & MVSB.....,..

..................

P
& MVSB...........
& MVBB.. _.......

.....................

............

............

.....................
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© Fidcal year 1958 and carryover profect authorization subject to provisions df)
. : H, R. 12369 and 8. 8863~-Continued :

RS + ARMORY--Continued

- L)

Obligations | . Planned Ourryovet

Yocation Type asof |obligations,| authoriza.
! Apr. 30, | June 30, tion
1958 1958 *
Vlr .
msett‘ ...................................................... $154, 000-
TR LY e 1) « DSOS I C1 § SR SRR F 164, 000-
Ohristian8bUrg.cmceceecacemaonccmnaca] 1U=Poo oo ermcac e ccceae 185, 000
QGate Olty....-- PRSPPI B 1 0 £ I R $135,600 |....... r————
o €:T. C Y. SRS I § 2 <SRN SRR, 170,000 [eeceeuanac. .
[312: 171 4170) « PRSP B B § 253 ) §' JOUPRRRIN R MR 45, 008
Washington: -
Camas... (RSO I T § £ 1/ § « TR (R, 60,000 |.nincaceann -
+ ORBNOBAN ceemaa ool 1-U 1418 [ o (R

Roncevérte..... wecmmancccmmmnancescae| CONVenrnmavnsenmencncne|acaucuonacaa|ounavancncans
Balom. .o ceenccacceccacrreciae e 1 cccummammeancefencmcecamace]eannenn R 180, 000
. WHHAMEON . v e veemcvmerccc e cenme 149,019 |..... (PR PN
Wh;consln‘
LA Orosse.ccecaccecacenamacounncnaann ) 30 SRR PR RURIIN PO 160, 000
MAwankee. ccueu oo mmacccrmcmm e P O£ SRR SRR PSR, 3
MOSINCO.enn e cecmmcmecnanaan | 8 0 S, SN S, 123,660 |imrerainmeaa
Plymouth. o ceieiccnimaec e D T § 132,305 |occcoceecccclcnnccacnacas
WaUSAR. e cceccmcaccccecnan e T V£ UGN PSRRI ISR 160, 000
‘Wyoming: . :
Laramie. oo aaeaeaes wee| 2U-P & MVSB........ YA Y T R N,
New Castloe oo ) E) 6 S5 ISR F e, 135, 000
4 X101 €Y USSR U SRR 2,070,466 | 9,162,028 | 19,614, C00
‘NONARMORY—Continued
Alabama; Dantfielly Field (Montgomery).}] 8H .o ooe e eevmmeeaan $05,420 [-eeooeooas
Alaska: Anchorago. coeoeveooooiaaaaaas USP&FO Oft . $71,000
Californin: .

Los Angeles (Van Nuys)....
Stockton_.....o..o..o.
Colorado: Buckl(\y Fleld..
Ylorlda: Camp Blanding..

Geo;§la Fort Stewart . -coooan..
Hawall: Fort Ruger (Oabu).. ...
Idaho: Qowen Fleld. ... .. _..__. SH
Indlana: Indl’umpolis (Stout Fleld).....
Kentucky:
Cx\pitol City Alrport (Frankfort)..... 113§ (SIS IR NI 90, 000
Frankfort. .. oo ciaas USP&FO Off.oe oo feaiianl 43,000 |- ouaceaaeaes
Frankfort (Copltol Olty) ..o oo 3% | SRR RO RN 270, 00C
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ath
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Michigan:
Cam l_gs Qrayling. oot O
) 72:1 1111 I s 170, 000
Mississippi; Camp Shelby TNG (2 Bn) 580, 000
Montana: Helena (munlclpal alrport)ees] BH.eenn s ocnmeccae ] riaic e 90, 000
Neobraska: 1Ancolme . coenooaniacn el WH&EUBP&FO O _| ool 175,227 |.cvounnnnnea
Nevada: . :
Carson Clty...cceevaccanannane. PO MS..ceececncacceanac]vasoncannnn 168,010 .. ocan......
) 0 N USP&FO [0 AR PR, F . 66, 000
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. Qsmp Drum, N, Y., for New Jersoy.. ........................

New Mexleo Sant.a Fe

North Carolina: Camp Butler...........
North Dakota:
Bismarck. «eovecaciocmicaae e
LD 0. S
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* NOIDAN. .o oaecnnnanacmccnmnmnans
-+ Oklshoma City....
Puerto R uan

South Casolina:: Columbla. . .

South Dakota: Rapid City. ........._...

Vermont: Burlington &gamp Johnson).--

%}rglnla' Byrd Field (Richmond)...._...
8

..............................

Ean Cla!re ......
;‘Ivlfwaukee (West Bend).
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Mr. Byrp, from the Committee on Finance, submitted the following

REPORT
together with

INDIVIDUAL VIEWS
[To accompany H, R, 8381)

The Committee on Finance, to whom was referred the bill (H. R.
8381) to amend the Internal Revenue Code of 1954 to correct unin-
tended benefits and hardships and to make technical amendments,
and for other purposes, having considered the same, report favorably
(tihereon with amendments and recommmend that the bill as amended

0 pass,

I. GENERAL STATEMENT

As indicated in the report of the House, H. R. 8381 represents a
major step in the elimination of substantive unintended benefits and
hardships in the existing income, estate, and gift-tax provisions, and
also removes many technical errors and ambiguities in the tax statutes.

In terms of the number of changes, most of the bill deals with the
correction of inadvertent errors in the internal revenue laws. These
include inconsistencies in the statute as well as instances in which the
language in the statute does not carry out the intention of Congress
as clearly expressed in committee reports.

The more significant changes in the bill, however, are those con-
cerned with ‘‘unintended benefits” and ‘“unintended hardships.”
These relate to problems of revenue significance or are problems of
significance in the internal revenue laws,

The amendments made by your committee to the House bill fall
into four broad categories: Minor technical, perfecting amendments;
amendments changing effective dates; revisions or deletions of pro-
visions in the House bill; and the addition of iew substantive amend-
ments dealing with unintended benefits and unintended hardships.

1



2 TECHNICAL AMENDMENTS ACT OF 1958

The effective date changes made by your committee almost entirely
are concerned with advancing the effective date of the application of
the various substantive House provisions from November 7, 1956 (or
from a date close to that time) to December 31, 1957. The House
had adopted the 1956 date because this was the time when a subcom-
mittee of the House committee first indicated that it was studying
many of the substantive problems. However, in view of the fact that
this bill cannot now become law until more than a year and one-half
after that date, your committee has generally advanced those effective
dates to December 31, 1957,

The bill as passed by the House contained 81 sections. Your com-
mittee has added 33 new provisions although not all of these appear
as separate sections.  In addition, it has substantially revised or de-
leted about half as many provisions passed by the House. The sub-
stantive new provisions added by your committee, as well as the sub-
stantive revisions of the House provisions and the deletions of House
provisions, are summarized below.

A. Susstantive New Provisions

(These provisions are generally effective as of December 31, 1957,
unless otherwise noted.)

(1) Dependency exemptions are to be allowed for a legally adopted
child where the child is neither a citizen nor resident of the United
States, if the child has as his principal place of abode the home of the
taxpayer and is & member of his house}mld (sec. 5 (b)),

(2) Bribes, kickbacks, or improper payments to foreign government
officials and employees are not to be allowed as deductible expense
items if the payment would be unlawful under United States laws
(sec. 6).

(3) To carry out the intent of Congress last year, 5-year emergency
amortization deductions are to be allowed for primary processing
facilities for uranium ore or concentrate under a program of the Atomic
Energy Commission for the development of new sources of this ore
where existing facilities are unsuitable because of theirlocation (see. 10).

(4) The unlimited charitable deduction under present law is avail-
able where in the past 8 out of 10 years an individual has given 90 per-
cent of his income either to charity, or to the Federal Government in
the form of taxes. Those claiming this deduction are to be permitted
to determine their taxes in the 10 prior years not only on the bhasis of
those paid in any year but alternatively on the basis of the taxes im-
posed with respect to those years (sec. 11).

(5) Assessments levied by a soil or water conservation or drainage
district, invested by the district in depreciable property, are to be
deductible by the members of the district, by way of the district’s
depreciation for such items being passed through to the members
(sec. 18).

(6) The maximum medical expense deduction under present law is
$10,000 for a joint return and $5,000 for a separate return, except that
the total cannot exceed $2,500 times the number of persons represented
by the exemptions claimed. The bill raises the maximum medical
expense deduction to $15,000 in the case of a taxpayer if he, or his
spouse, is over 65 and is totally d...bled. Where both the taxpayer
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and his spouse are over 65 and disabled for a long period of time the
maximum is increased to $30,000 (sec. 19). ’

(7) Where a parent corporation owns 80 percent or more of the
stock of another corporation, the tax imposed on the minority share-
holders, on a complete liquidation of the corporation (in sce. 337) is
to be reduced with respect to assets of the corporation which are sold
if the proceeds are distributed within 1 year (sce. 21).

(8) An exclusion from the “collapsible corporation” provision of
present law is provided for the sale of stock where the appreciation in
“ordinary income assets” of a corporation does not exceed 15 percent
of the fair market value of all oll the assets of the corporation (less
liabilities). The effect of the exclusion is to tax any gain on the sale of
this stock as capital gain, rather than as ordinary income. Similar
rules are applicable in the case of a complete liquidation under section
333 and in the case of sales or exchanges of corporate assets in connec-
tion with the complete liquidation of the corporation within 1 year
(code sees, 331 and 337) (see. 22).

(9) The $5,000 exclusion for death benefits, the estate-tax exclusion
for contributions to a pension by an employer and the gift-tax exclu-
sion providetl elsewhere by this bill for joint and survivor clections
are to be made available to employees of tax exempt operating schools
and colleges, publicly supported charities, and religious organizations,
to the extent that the organizations pay no more than 20 percent of
the compensation to an employee in the form of an annuity (sce. 24
(d), (e), and (f)).

(10) Publishers of newspapers, magazines, and other periodicals are
to be permitted for tax purposes to spread their subseription income
over the period of the subseription rather than reporting it as income
in the year of receipt (see. 29).

(11) Loans by an employee pension fund to the employer organiza-
tion are not to be considered as prohibited transactions: (a) where
the employer is prohibited by law from pledging as security for such a
loan more than half of the value of its assets; (b) where the making or
renewal of the loan must be approved in writing by an independent
trustee (and other independent trustees have not previously refused);
and (¢) the amount loaned by the employee fund to the employer does
not represent more than 25 percent of the value of all of the assets
of the fund (sce. 31 (b)). ‘

(12) A lease to a medical clinie by a medical research foundation
of adjoining premises is to be considered as “related” if the elinic is
used by the foundation for research purposes, by making use of the
clinie’s case histories and donated services of the clinic doctors, The
cffect of this is to exclude such rental income from “business leases”’
and, therefore, to exclude it from the base of any unrelated business
income tax which might otherwise be imposed in the case of the
{ax-exempt organization involved (scc. 32).

(13) Percentage depletion for gold is increased from 15 percent
to 23 percent where gold ore is the principal vroduct of the taxpayer
(sec. 38).

(14) Where regulated investment companies have the bulk of their
assets invested in State and local government obligations, a “pass
through’ of the tax-exempt character of the interest icome from the
companies to the stockholders is to be allowed. This applies to
taxable years beginning after the date of enactment of the bill (sec. 42).
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(15) Real-estate investment companies whose funds are largely
invested in real estate and real-estate mortgages (or to a limited
extent in stocks and bonds) are to be eligible for regulated investment-
company treatment. The effect of this is to tax the trusts only on
their undistributed income if they distribute 90 percent or more of
their income (sec. 44). '

(16) The basis of gifts is to be increased by the gift tax attributable
thereto, except that the basis is not to be increased above the fair
market value of the property at the time of the gift. This is effective
with respect to property which has not been sold or otherwise disposed
of by the donee on the date of enactment of the bill (sec. 47).

(17) In the case of property which is involuntarily converted, no
gain i1s to be realized in the case of real property which is replaced
with property of a ‘like kind”’ whether or not that property is “‘similar
or related in service or use.” Thus, the more liberal replacement rule
now applicable in the case of the exchange of business property will
in the case of real property be available under the involuntary con-
version provision (gec. 50),

(18) Casualty losses realized in connection with business property,
where the taxpayer is not compensated for the loss by insurance,
are always to result in ordinary losses and not to be offset against
gaing which might otherwise be taxed as capital gains (sec. 53).

(19) Small-business investment companies, established by the
Small Business Investment Act of 1958, are to receive ordinary, rather
than capital, loss treatment, on losses realized on convertible de-
bentures acquired in supplying long-term equity capital for small-
business concerns. Second, losses realized by stockholders with
respect to investments in these small-business investment companies
are to result in ordinavy, rather than capital, loss treatment. Third,
the intercorporate dividends-received deduction for these investment
companies is to be 100 percent instead of 85 percent. These changes
are effective for years beginning after the passage of this bill (sec. 61).

(20) Damages received as the result 0? awards or settlements for
injuries under the antitrust laws are to be taxed at a rate no higher
than if the award or settlement had been received ratably over the
period the injury was sustained. 'T'his is effective for taxable yecars
ending after the date of enactment of the bill for awards and scttle-
merits after that date (sec. 62),

(21) A provision is added to the sections dealing with the mitigation
of the effect of limitations to provide that there is to be a retroactive
allowance (or disallowance) of a deduction or credit involving a cor-
poration where there also is a correlative deduction or credit which
was disallowed (or allowed) to a related taxpayer. This is effective as
of November 14, 1954, the effective date for these provisions under the
19564 Codo (sec. 63),

(22) The provision relating to restorations of substantial amounts
held under a claim of right is revised to take into account the World
War IT excess profits tax. This is effective for taxable years begin-
nin(g %fter December 31, 1953, and ending after August 16, 1954 (sec.
64 (a)). -

(23) The provision relating to the restoration of substantial amounts
held under a claim of right is broadened to provide for cases where
regulated public utilities make refunds to customers under a court
order or in settlement of litigation or under threat or imminence of
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litigation (as well as where so ordered by a governmental agency as
provided by present law) (sec. 64 (b)).

(24) The provision relating to the restoration of a substantial
amount held under a claim of right is made applicable where under a
contract subject to statutory renegotiation a second-tier subcontractor
makes a repayment to an unrelated first-tier subcontractor, pursuant
to a price redetermination. This provision is applicable to 1954
Code years for contracts entered into before 1958. Also, for con-
tracts entered into in 1958 and subsequent years relief is accorded a
second-tier subcontractor in such cases by a reduction in his taxes
by the amount they would have been reduced had the income not
been reported in the earlier year. However, in such cases the first
tier subcontractor is required to take up the income and to make the
reverse) computation with respect to the prior year (sec. 64 (c) and
sec. 66).

(25) Where small-business corporations meeting certain conditions
80 elect, no corporate income tax is to be imposed, and instead the
shareholders of the corporation are to be taxed on the corporate
earnings on a pro rata basis and also to take into account any corporate
losses (sec. 68).

(26) The World War II excess profits tax is amended to provide
that where there is a recapitalization of a railroad in a bankruptcy or
receivership proceeding, the equity invested capital of the recapitalized
corporation, at the election 0? the taxpayer, is to be the same as that
of such corporation before the recapitalization. This applies to years
beginning after December 31, 1941 (sec. 97).

(27) The marital deduction provision of the 1939 Code, under the
estate tax, in general is to be available with respect to property (or a
portion of the property) where it is left to the spouse in trust for life,
or as a life estate, if she has the power to appoint the interest to her-
self or her estate (sec. 98).

(28) Claims for credits or refunds with respect to educational
expenses paid in 1954 can be filed within 60 days after the date of
enactment of this bill (sec. 101).

(29) The application of the ‘‘strict accrual” rules for vacation pay
deductions are to be postponed from January 1, 1959, to January 1,
1961 (sec. 102).

(30) For the period from 1950 to date of enactment of this bill
inclusive, reimbursements for moving expenses received by employees
of certain corporations formed exclusively to operate laboratories for
the Atomic Energy Commission are not to be subject to income tax
unless the employees were advised at the time of employment that
this reimbursement was taxable (sec. 103).

(31) Where there has been an overpayment of income tax because
of the taxing of an amount received as sick pay, if an initial claim
for credit or refund was filed after December 31, 1951, and before
the statute of limitations expired, the time for commencing suits
for refunds is to remain open for such amounts until 1 year after the
enactment of this bill (sec. 104).

(32) Amounts received in settlement of a claim against the United
States, arising from the taking of possession or control by the United
States, pursuant to an executive order dated August 11, 1944, of a
motor carrier transportation system, are, at the motor carrier’s elec-
tion, to be treated as income received in the taxable years the trans-
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portation system was in the possession of the United States. The
clection as to this treatment must be made within 1 year after the date
of the enactment of this bill (see. 105).

(33) The penalties -for failure to file a complete return for the
period 1943 through 1948 are made inapplicable where the taxpayer
had the same reasons to believe that no taxes were due, as he subse-
quently did with respeet to a claim to which section 106 (relating to.
amounts reeeived from the United States in the ease of certain claims
against the United States) of the 1939 Code was applicable (sec. 106)

B. SussTanTive AMenxpMENTS TO Housk Provisions

(Other than effective date changes which generally are advanced
to December 31, 1957.)

(1) The retirement-income credit has been revised to treat earnings,
pension, or annuity income attributable to work, and social security,
railroad retirement, and other tax-exempt pensions received by a
husband and wife as being attributable one-half to each for purposes
of computing the retirement-income credit (sec. 2).

(2) Dealers in tax-exempt securities will not be required to amortize
bond premiums in the case of bonds with a maturity, or call, date of
more than § years where the bonds are sold at a gain.  This is the same
rule as the House bill provides for such bonds when held for less than
30 days (sec. 3).

(3) In the case of improvements on leased property, ete., the House
bill provides that renewal periods are to be taken into account where
it is more probable that a lease will be renewed than that it will not,
in determining the period over which an improvement made by the
lessee, or an acquisition cost, is to be written ofl.  This has been
amended to provide that the improvement can be written off over the
initial leased period if this period accounts for 60 perecent or more of
the useful life of the improvement, or in the case of costs of acquiring
a lease, the new provision is not to apply if 75 percent or more of this
cost is attributable to the initial lease period. In any case, however,
a renewal period will be taken into account, where the lease actually
has been renewed or there is a “reasonable certainty’” that it will be
(sce. 17). '

(4) Adjustments attributable to periods before 1954 where a tax-
payer makes a change in method of accounting after that time,
under the House bill generally are to be spread forward for a period
of up to 10 years if the taxpayer was in business that long befove
1954 and if the change is voluntary and results in an increase of more
than $3,000 in income.  Your committee has adopted the basie princi-
plo of the House bill, hut has made several changes in it: (a) It provides
that the 10-year spread-forward is to be available whether or not the
taxpayer was in business 10 ycars prior to 1954; (b) it permits tax-
payers, as alternatives to the 10-year spread-forward, to determine
their tax in the year of changoe as if the income had been reported in
the years before 1954 under the new method of accounting, or to make
the adjustment one-third in the year of change and one-third in cach
of the prior 2 years; (¢) taxpayers who have voluntarily changed over
to a new method of accounting since 1953 without permission of the
Treasury are to be permitted to go back to their prior method of
accounting rather than make the adjustment required by the bill;
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and (d) taxpayers who make changes in their methods of accounting
for 1957, or a prior year to which the 1954 Code is applicable, may
begin the 10-year spread-forward of any positive adjustment beginning
in 1958 (sec. 30).

(5) A House provision would permit a pension fund to invest in
debentures or other obligations of the employer corporation, where
there was no security for the debentures, etc., but not have the
transaction classified as a prohibited transaction if four conditions
are met. Classifying the transaction as a prohibited transaction would
deny the pension-fund exemption where such debentures, etc., were
held. Your committee has stricken 1 of the 4 conditions required
under the House provision; namely the requirement that the obligation
acquired contain a clause indicating that it would be given a preference
no less favorable than- that afforded subsequent obligations. The
other three requirements which are retained provide that the obliga-
tion be acquired on a basis no less favorable than the market price;
that the pension trust own not more than 25 percent of any issue;
and that not more than 25 percent of the total assets of the pension
fund may be invested in the employer’s obligations (sec. 31 (a)).

(6) The Houso bill provided that taxpayers for 1954 and subsequent
vears could follow either the 1954 Code definition of property or the
rules applied under the 1939 Code, for purposes of determining per-
centage and cost depletion., Your committee retains the House pro-
vision in the case of gas and oil, but in the case of other mineral
properties it substitutes o specific definition in lieu of both the 1939
Code rules and the 1954 Code definition. In general, the new rules
permit an aggregation of all the interests in 1 mine and the aggrega-
tion of 2 or more mines within an operating unit. More than one
aggregation is permitted. Your committec’s amendments also per-
mit the breakup of an interest into two or more properties where a
mine is located on each portion. The clection to aggregate under
your committee’s action need not be made until developmental or
operational expenses are incurred, but exploration expenses incurred
before the aggregation are to increase taxes after the aggregation,
to the extent that there would have been an increase in taxes before
that time had the properties then been aggregated. These rules are
the exclusive rules for 1958 and subsequent years and are an alter-
native to the 1954 Code rules for the period from 1954 to 1958 (sec. 40).

(7) The House bill provided that any gain on the sale of an obliga-
tion containing an original-issue discount was to be considered as
ordinary income to the extent of that discount. Your committee
would continue to tax this amount in part as capital gain if there was
ne intention on the part of the issuer to call the obligation before
maturity (sec., 54).

(8) The IHouse bill starts a new holding period with respect to
securities held in an investment account where the same type of secu-
rity is sold short to customers, but only if the short sale is not closed
for a period of more than 20 days. Your committee has amended
this provision to apply it only in the case of stock (sec. 58).

(9) Before 1952, where a lessee contracted Lo pay a fixed rental and
also agreed to pay the Federal income tax attributable thereto, the
Internal Revenue Service provided that the first tax payment of this
type should be included in the lessor's income tax base, but no tax
on this tax should be so included. Since 1954 (in the case of con-
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tracts entered into before that time), there is no tax on the tax,
although the lessee is not allowed a deduction for this payment. In
1952 and 1953, however, the tax on a tax was pyramidyeragl without
limit. The House bill applied the pre-1952 rule for 1953 and 1954.
Your committee has extended this rule for the same years to similar
contracts between corporations which, also, before 1952 were taxes
under the same rule as the lessees and lessors (sec. 96).

(10) The House bill provided that where taxpayers acquired prop-
erty in a receivership or bankruptcy proceeding where the prior tax-
payer used the retirement method of depreciation and the acquiring
taxpayer adopts another form of depreciation, then the depreciation
base 18 to be reduced for pre-1913 depreciation. Your committee
provides an exception for this rule for taxpayers if there was a deter-
mination by a court for any year where there was a changeover from
a retirement to a straight-line method of computing depreciation if
the decision became final after December 31, 1955, and the court
decision established the right of the taxpayer to use the straight-line
method of computing depreciation (sec. 100).

C. House ProvisioNns DeLETED BY YOUR COMMITTEE

(1) The House bill would have denied the charitable contribution
deduction in the case of a trust, where the income is irrevocably
payable for a charitable purpose for a period of 2 yéars or more and
the wife, children, grandchildren, or other closely related members of
the grantor’s family have a reversionary interest of more than 5
percent in the corpus or income of the trust (sec. 9 of House bill).

(2) The House bill would have provided that where loss is recognized
with respect to a transaction which in part is classified as a tax-freo
exchange under section 358, there is to be a reduction in basis to
the extent of the recognition of the loss (sec. 17 of the House bill).

(3) The House bill would have provided a 2-year carryback and
5-year carry-forward for foreign taxes which cannot be credited against
the United States tax in the current year because of the country-by-
country limitation (sec. 37 of the House bill),

(4) The House bill would have provided, in the case of the sale or
.exchange of patents by the inventor or certain other. persons, that
capital-gains treatment rather than ordinary income treatment, is to
be available where a patent is sold to a corporation where the inventor
or certain closely related persons own 25 percent or more of the stock.
Present law, which is restored, denied capital-gains treatment only
where such persons owned 50 percent or more of the stock (sec. 58).

(56) The House bill would have repealed the provision of present law
permitting certain proprictorships and partnerships to be taxed as
corporations. Your committee’s action restores this provision (sec. 67).



II. REVENUE EFFECT

It is not possible to prepare any detailed revenue estimates for
this bill. Statistical data are not avaiiable in case of most of the
provisions. In addition, and probably more important, although
there are many provisions in this bill which are expected to result in
only relatively small increases in revenue currently, they are much
more significant from the standpoint_of preventing the growth of the
use of avoidance devices which might in the future result in substan-
tial revenue losses. On the other hand it is recognized that some of the
provisions may eventually result in revenue losses. On balance,
therefore, it appears doubtful whether this bill will have any significant
effect on revenues.

9



III. GENERAL EXPLANATION

Section 1— Title, effective dates, etc.

As indicated in the title of H. R. 8381 this bill is intended “‘to
correct, unintended benefits and hardships and to make technical
amendments, and for other purposes.” For that reason, this bill is
to be cited as the Technical Amendments Act of 1958.

Because many of the sections in this bill are concerned with tech-
nical errors and ambiguities, the bill provides that as a general rule
the amendments made by this bill arc to take effect as if originally
enacted as a part of the Internal Revenue Code of 1954. However,
under the bill, as passed by the House, the substantive provisions of
the bill for the most part were made effective as of November 7, 1956,
or with respect to the future only. November 7, 1956, had been
scelected as the effective date because this was the date of announce-
ment of consideration of these provisions by a subcommittee of the
Committee on Ways and Means of the House. However, this bill
was not referred to the Committee on Finance until January 29, 1958.
As a result, your committee concluded that the November 7, 1956,
date was no longer appropriate for these substantive provisions. For
that reason your committee generally substituted as the effective
date, taxable years beginning after December 31, 1957.

Section 2—Relirement-income credit

Present law provides a retirement-income credit which in effect
excludes from tax up to $1,20C of retirement income for those age 65
or over, and for those receiving governmental pensions also excludes a
like amount from tax where they are below age 65. This credit was
added by the Internal Revenue Code of 1954 to provide equality of
tax treatment between those receiving tax exempt social-security and
railroad-retirement pensions and those receiving other forms of re-
tirement income, -

Requirements specified in the law determine the eligibility of an
individual for this credit and also the amount of the credit. In gen-
eral, these conditions are patterned after conditions which must be
met in the case of social-security benefits. First, in order to be
eligible for the credit, an individual must have carned over $600 a
year in 10 prior years. Second, tlic maximum credit is based upon a
retirement income of $1,200. The retirement income of an individual
if he is age 65 is the income he derives from pensions or annuities,
interest, rents, and dividends. (For those under age 65 only pension
or annuities from public retirement systems are taken into account.)
Third, like social-security benefits, the amount of tlie retirement-
income credit available is reduced for any earned income received by
an individual in excess of $1,200 bu¢ this reduction is made only for
those under age 72 (the maximum earned income for those under age
65 and receiving Government pensions is $900). ourth, the retire-
ment income taken into account is also reduced for any social secur-
ity, railroad retirement, or other exempt income received by an in-

10
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dividual since this credit is designed as a means of according those
receiving these other forms of retirement income the same tax treat-
ment as those receiving social-security and railroad-retirement in-
come, ‘

The House report points out that under present law the refirement
income credit operates differently in community property and non- .
community-property States. It also indicates that this is a result
which was not intended at the time of the adoption of this provision
in 1954. On the basis of this, the Houseconcluded that the benefits
now made available in community-property States, which for the
most part are the more liberal, shou{d be changed so as to be in accord
with the rules followed in computing the retirement-income credit in
non-community-property States.

Your committee recognizes that the retirement-income credit is-
computed differently in community-property and non-community-
property States and that a change should be made so as to equalize
this treatment as between residents of these two groups of States.
However, rather than adopt the rules now applicable in non-com-
munity-property States for_ the community-property States, it
believes that it is more appropriate to extend what are generally the
more liberal rules of the community-property States to the remaining
States. This was the course taken in 1948 when the benefits of
“income splitting” available in community-property States were
extended to the other States. ~

One of the areas of inequality between community-property and
non-community-property States pointed out by the House report was
concerned with variations in community-property and non-commu-
nity-property States in the manner in which it is determined whether
an individual had earnings of more than $600 in 10 prior years. Ina
community-property State the earnings of each spouse are attributed
one-half to each, while in other States the earnings are attributed
only to the spouse performing the work. As a result, as the House
report, points out, if only the husband worked prior to retirement, in
a community-property State this might qualify both the wife and
the husband under the 10-year carnings test while in the non-com-
munity-property State such employment could qualify only the hus-
band. The House bill amends the definition of ‘“‘earned income” by
providing that community-property income for the purpose of this
10-year carnings test is to be treated as the income only of the indi-
vidual who renders the services. Your committee’s bill substitutes
for this a definition of “earned income,” for purposes of this 10-year
carnings test, which provides in the case of married individuals that
carnings of an individual are to be treated as received one-half by
him and one-half by his spouse,

Another area of inequality between community-property and non-
community-property States pointed out by the House report also is
concerned with this same definition of “earned income,” hut in this
case in its application in the current year in reducing the retirement-
income credit for carned income in excess of $1,200 (or $900 in the
case of those under 65 receiving Government pensions). As pointed
out in the House report, in community-property States earned income
of the husband for this purpose is divided equally between the husband
and wife, while in non-community-property States the earnings are
attributed, in this case, only to the husband. This variation in State

28508—58—— 2



12 TECHNICAL AMENDMENTS ACT OF 1958

law in some cases works to the detriment of couples in community-
property States and in other cases to the detriment of those in non-
community-property States. Present law, for example, generally is
more advantageous to those in community-property States where one
spouse has both the retirement income an(i) the earned income. On
the other hand, present law in some cases may work to the advantage
of couples in non-community-property States where the retirement
income is ?ﬂ)li’o but one spouse earns all of the income. Your com-
mittee’s bill provides in all of these cases, in community-property
and non-community-property States, that one-half of the earned
income is to be attributed to each spouse.

A third area of inequality under existing law exists in the case of
work-connected pension or annuity income. In community-property
States the pension income of a husband, for example, is attributed one-
half to the husband and one-half to the wife with the result that in
the case of a $2,400 pension received both spouses may claim a credit
based upon $1,200 of retirement income. In a non-community-
property State the pension income is attributed only to the husband
and in such a case can result in only one credit based upon $1,200 of
retirement income. The House bi]iywould correct this 1nequality by
permitting work-connected pension or annuity income to be attributed
only to the spouse who was actually employed. Thus, in the above
example, it would have limited the retirement income on which a
credit could be based in the community-property State to the $1,200
now available in the non-community-property State.

Your committee’s bill would provide that any work-connected

. pension or annuity received by a married individual is to be attributed
one-half to him and one-half to his spouse. Thus, under your com-
mittee’s bill the retirement income on which a credit could be based
in the above example would be $2,400 instead of $1,200.

The House report points out that still another area of inequality
exists under present law in the variation in community-property and
non-community-property States in the attribution of social security
railroad retirement, a,ndy other tax-exempt payments to the husband
and wife. In a non-community-property State, this income (which
reduces the retirement income) is attributed to the designated bene-
ficiary, usually the person who was employed although the social-
gecurlty program also provides half payments for wives not in covered
work,  In community-property States, on the other hand, all such
benefits are attributed one-haﬁ' to each spouse. The House bill in
this respect provided that the amount of the reduction to be made
in the income of an individual because of the receipt of such income
was to be determined without regard to community-property laws.
Your committee’s bill, on the other hand, provides that this tax-
exempt income, which reduces the retirement income, is to be treated
in all States as being received one-half by each spouse.

The House bill would have made the changes in the retirement-
income credit applicable with respect to taxable years beginning after
December 31, 1956. Your committee makes the changes it proposes
with respect to the retirement-income credit effective for taxable
years beginning after December 31, 1957,
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Section 3—Dealers in tax-exempt securiites

Under present law where, because of a relatively high rate of
interest, tax-exempt bonds of State or local governmental units are
purchased at premium prices, the premiums generally must be amor-
tized over the life of the bond. Under the general rule the investor
must reduce his cost for the bond each year by a pro rata portion of
the premium. He is given no tax reduction for this premium written
off, however, since the premium reflects the receipt of tax-exempt
interest income by the investor. As a result of this annual reduction
in the basis of the bond, a sale of the bond will not indirectly result
in a tax deduction for the premium. '

An exception is made under existing law to the rule described above
for dealers in municipal bonds. These dealers are not required to
write off premiums on tax-exempt bonds which they hold for less
than 30 days. Also under this section a dealer is not required to write
off the premium on a tax-exempt bond where the maturity or earliest
call date is more than 5 years beyond the date of acquisition of the
bond. These 30-day and 5-year rules were provided as exceptions to
the general rule by the Revenue Act of 1950 in order to prevent un-
duly complicating the accounting procedures of dealers. ,

It is understood that certain dealers in tax-exempt bonds have been
taking advantage of the exceptions provided by these 30-day and
5-year rules. They have been makinlg a regular practice of holding
high-interest exempt bonds for slightly less than 30 days and then
transferring them in a so-called daisy-chain procedure to other
dealers who similarly hold them for slightly less than 20 days. The
dealers engaging in these practices reduce their income by deducting
the loss attributable to the reduction in the premium during the
period they held the bond although collecting interest, attributable
{o the premium, which they did not include in their income because
it was tax exempt. A similar procedure has been followed with
respect to high-interest municipal bonds having a maturity date of
more than 5 years. In such cases also, dealers are holding the bonds
and deducting the artificial losses attributable to the premiums when
the bonds are sold or mature. ,

The bill, as amended by the House, would eliminate this avoidance
device by repealing the 5-year-maturity or call-date rule in present
law and by requiring the writeoff of the premium by the dealer where
the bond is held for less than 30 days if the bond is sold at & loss,

The House believed that it was necessary to require dealers to
write off the premium only where the bonds are sold at a loss because
as a general rule where the bonds are sold to other dealers, as is true
under the ‘‘daisy chain” procedure, there is no dealers’ profit resulting
from transactions with customers. Thus, the House found it unneces-
sary to require dealers to amortize the premium on their tax-exempt
bonds where the bonds were sold at a profit in their ordinary transac-
tions with customers,
~ Thus, the House desired not to require the amortization of the
premium where the bonds are held by dealers for less than 30 days
exceot in those cases where it was believed there was likely to be tax
avoidance. It was thought that to require the amortization in other
cases represented an unnecessary bookkeeping requirement. Your
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committee believes that the same reasoning should be applied in the
‘case of borids with a maturity or call date of more than 5 years where
the bonds are held for more than 30 days, In such cases also.it would
.appear that tax avoidance would be unlikely to occur where the bonds
are sold by a dealer at a gain. For that reason your committee has
restored the 5-year rule and provided that dealers need not amortize
the premium on bonds having maturity or call dates of more than 5
years from date of acquisition, irrespective of how long such bonds
are held, if they are sold by the dealer at a gain. Where these bonds
are sold at a loss the amortization of the premium which is required,
is to be made in the year of the sale.

The amendment made by the House bill would be effective with
respect to taxable years ending after November 7, 1956, with respect
“to obligations acquired after that date. Your committee makes this
provision as amended cffective with respect to taxable years ending
?lfter December 31, 1957, with respect to bonds acquired after that

ate. ' ,

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.

Section 4—Statutory subsistence allowance of police

Present law (sce. 120) permits police officials of States and local
governments to exclude subsistence allowances not in excess of $5
per day from their gross income. This provision was originally de-
signed to cover subsistence allowances ofp police only because it was
believed that the nature of their duties required them to incur con-
siderable expense, in proportion to their compensation, on trips away
from their posts of duty and that expenses of this type incurred by
them were greater than was true in the case of most other types of
occupations, B

However, as the House report points out, since the adoption of this
provision in 1954, a number of States have altered, or are in the process
of altering, the form of payment of compensation to their police
officials in order to maximize the utilization of this $5 subsistence
allowance. Many localities have, or are also making, changes in
their compensation systems for their police officials in order to provide
tax exclusion of $5 for all policemen. Your committee agrees with
the House that there is no reason to provide what in effect is likely
eventually to amount to a $5 a day tax exclusion for police officials.
Morcover, it believes that this exclusion is inequitable because there
are many other individual taxpayers whose duties also require them
to incur subsistence expenditures regardless of the tax effect. Sub-
sistence expenses incurred by taxpayers generally in the performance
of services as employees while away from home are deductible and
as a result police officials, even without this special $5 exclusion in
the law, can claim such expenses as deductions in the same manner
as other taxpayers who are away from home,

To bring the tax treatment of subsistence allowances for police
oflicials in line with the treatment of such allowances in the case of
other taxpayers, your committee’s bill, like the House bill, repeals the
section of present law providing this $5 exclusion, The House bill
however, would have repealed this exclusion with respect to taxable
years beginning after December 31, 1956, Your committee’s bill, in
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order to be sure that the police officials have time to become acquainted
with this provision, provides that this provision is to be repealed
only with respect to taxable years ending after September 30, 1958,
and only with respect to amounts received as a subsistence allowance
for any day after that date.

The revenue effect of this provision is difficult to ascertain. with
certainty because a number of States and local governmental units
apparently are in the process of changing their compensation systems
with respect to their police officials in order to qualify for this $5 a
day exclusion. Should all States and local governmental units change
their pay classification systems for police so as to allow the maximum
daily subsistence allowance, it is estimated that the revenue cost of
the present provision would entail as much as $50 million a year.

Section 6§— Definition of dependent

The House bill makes two changes with respect to the definition of
a dependent for tax purposes. These amendments by the House
have been approved by your committee without change. However,
your committee has also added a new amendment to the definition
of a dependent relating to certain nonresident alien children who are
dependents of United States citizens.

Present law (in sec. 151 (b)) provides an exemption of $600 for
the taxpayer and an additional exemption of $600 for the spouse of
the taxpayer. Present law (in sec. 151 (e)) also provides certain
additional exemptions for dependents (sec. 152). Among the pre-
scribed dependents for which an exemption can be taken is an indi-
vidual who for the taxable year of the taxpayer has as his principal
place of abode the home of the taxpayer and is a member of the tax-
payer’s household. Some have argued that this made it possible to
claim 2 deductions for a spouse, 1 as the spouse of the taxpayer and
1 as an individual who has as his principal place of abode the home
of the taxpayer. To make it clear that this was not at any time
intended, both the House and your committec’s bill amend paragraph
(9) of section 152 (a) to state specifically that the dependency exemp-
tion which can bo claimed for an individual who has as his principal
place of abode the home of the taxpayer and is a member of the tax-
payer’s household, does not include the spouse of the taxpayer.

The House and your committee’s bill also amend section 162 (b),
which contains the rules relating to the gencral definition of a depend-
ent, On this point it is made clear that a person who is not a close
relative but is living with the taxpayer may not he claimed as a
dependent if the relationship between the taxpayer and the individual
is an illegal one under the applicable local law., For example, this
would make it clear that an individual who is a “common-law wife”’
where the applicable State law does not recognize common-law mar-
ringes would not qualify as a dependent of the taxpayer. This
qualification applies only to the definition of a dependent under
section 152 (a) (9).

These changes made in the definition of a dependent are effective
for taxable years beginning after December 31, 1953, and ending after
August 16, 1954, the general effective date of income taxes under the
1964 Code.

Your committee has also amended the definition of a dependent
where the individual is neither a citizen of the United States nor a resi-
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dent of the United States (or of a contiguous country, the Canal Zone,
or the Republic of Panama). Generally, under present law, where
the dependent is neither a citizen of the United States nor a resident
of the United States, a dependency exemption cannot be claimed for
him. Your committee believes that this discriminates against Ameri-
can citizens employed abroad either by the United States Government
or by private industry who legally adopt children while they are
abroad and who cannot obtain an exemption for these children while
their employment keeps them out of the United States.

To remove the discrimination described above your committee’s bill
provides that dependency exemptions may be claimed for a child of
the taxpayer, even though the child is neither a citizen nor resident
of the United States, if the child is legally adopted by the taxpayer
and for the taxable year the child has as his principal place of abode
the home of the taxpayer, and is & member of the taxpayer’s household.
The exemption is to be available in such cases, however, only if the
taxxl)a.yer involved is a citizen of the United States. This change
applies to taxable years beginning after December 31, 1957.

Section 6— Improper payments to officials of foreign. countries

For an expenditure to be deductible as a business expense under
existing law, it must be ordinary and necessary and directly connected
with the taxpayer’s trade or business. It is not deductible if it is
clear that the allowance is a device to avoid the consequences of
violations of a law or otherwise contravenes the Federal policy ex-
pressed in a statute or regulation.

The position of the Service has been that when bribes or improper
payments are made to officials of foreign countries, such expenditures
usually are not considered to be “or(ﬁnary and necessary’”’ business
expenses, This is not the case, however, where the foreign govern-
ment itself demands or acquiesces in the payment. In such cases
the Service has indicated that because legalprecourse is not available
to _the taxpayer in the operation of his business, it would find' it
difficult to sustain the position that the expenses in such a case were
not ordinary and necessary to the taxpayer’s business.

Your committee believes that bribes, kickbacks, or improper pay-
ments to foreign governmental officials should not be treated as
properly deductible expense items irresgective of the position which
the foreign government may take with respect to such payments.
For that reason your committee has added a new provision (sec. 162
(c)) to existing law to provide that no business expense deduction is to
be available for expenses paid directly or indirectly to an official or
employee of a foreign country if the payment would be unlawful
under United States laws if these laws were applicable to the payment
and to the foreign official or employee.

This amendment is to apply with resFect to expenses paid or incurred
after the date of enactment of this bill. The uestion as to whether
any expense relating to a date before the enactment of this bill is to be
allowed as a deduction is to be made without inference drawn as a
result of the enactment of this provision.

Section 7—Payments for municipal services in atomic energy commu-
nities

The attention of the House was directed to a problem relating to

persons in Oak Ridge, Tenn., and Richland, Wash., who have acquired
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real estate from the Atomic Energy Commission. In these omeuni-
ties persons acquiring or leasing real estate from the AEC are required
to pay the Commission (or its agents) for services usually rendered
by a municigalit and usually paid for by taxes. These payments

would be deductible if they were paid as taxes to a municipality but
are not deductible when paid to the AEC (or its agent). Since as a
result of legislation passed by Congress (Public Law 221, 84th Cong.)
these communities are likely to become municipalities within a period
of 5 years, your committee sees no reason, during the transition period,
why the residents of these communities should not receive deductions
for income-tax purposes for amounts which generally are deductible
as taxes in other communities. |

Therefore, the House bill amends section 164 of the code by adding
a new subsection (f) permitting the deduction for income-tax purposes’
of amounts paid AEC for municipal-type services by owners of real
property within a community qualifying under section 21b of the
Atomic - Energy Community Act of 1955. Your committee has
accepted the House provision without change, except for the change
in effective date noted below.

An owner, for purposes of this provision, is to include a person who
holds property under a lease of 40 years or more from the AEC
because prior to the passage of the Atomic Energy Community Act of
1955, AEC entered into long-term lease arrangements with some of
the families in these communities, but required payments for munic-
ipal-type services from them at least equal to the payments required
by those purchasing property. The term ‘“owner’” also is to include
persons who have entered into contracts to purchase property under
section 61 of the Atomic Energy Community Act of 1955.

In the House bill, this provision would apply to taxable years
beginning on or after January 1, 1957. 1In view of the time which has
passed since this provision was reported out by the House com-
mittee, your committee has advanced the effective date of this pro-
vision 1 year, so that it will apply to taxable years beginning on or
after January 1, 1958,

This provision is expected to result in a negligible revenue loss.

Section 8—Worthless securities in affiliated corporations

This provision, which is the same in the House bill and bill as
am_endeg by your committee, corrects a grammatical error in section
1656 (g) (3) (%) of the 1954 Code relating to worthless securities in
affiliated corporations. In the definition of affiliated for this purpose
it strikes out the words “rental from’ and inserts ‘‘rental of.”

Section 9—Nonbusiness bad debts

Present law provides that in the case of a taxpayer other than a
corporation, a worthless nonbusiness debt is to be treated as a short-
term capital loss, Such a loss is first offset against capital gains, and
then, if any loss remains, against other income but only to the extent
of $1,000 a year for a period of 6 years, On the other hand, a business
bad debt can be offset in full against ordinary income,

Under the 1939 Code a business-created debt, which became worth-
less after the taxpayer left the business in which the debt arose, was
considered a nonﬁusiness bad debt. The 1954 Code provided, how-
ever, that if either the creation of the debt or its becoming worthless
was connected with a taxpayer’s business, the loss would be character-
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ized as a business bad debt, and consequently, was fully deductible
against ordinary income,

It is possible to argue that a business-created debt would qualify
as being fully deductible against ordinary income in the hands of a
donee, executor, or transferee who was not, and never had been, en-
gaged in the trade or business in which the debt arose. To preclude
this possible result, the House bill changes the reference to “‘a tax-
payer’s trade or business’” to ‘“‘a trade or business of the taxpayer.”
Your committee has accepted this provision without change. Thus
only if the debt was created or acquired in a trade or business of the
particular taxpayer claiming the-loss deduction, and subsequently
became worthless, will it be treated as a business loss which 1s fully
deductible against ordinary income.

This provision in both the House bill and under your committee’s
version, is effective for taxable years beginning after December 31,
1953, and ending after August 16, 1954, the general effective date of
the income taxes under the 1954 Code.

Section 10— Facilities for primary processing of uranium ore or uranium
concentrate

In 1957 Congress enacted a provision severely restricting the
authority of the Office of Defense Mobilization to issue certificates
for rapid amortization of emergency facilitics. Under this rapid
amortization provision, a taxpayer who constructs a facility is per-
mitted to charge off ‘some portion of the cost of the facility over a
period of 5 years, instead of over the useful life of the asset, if it is
certified by the Office of Defense Mobilization that the investment is
“necessary in the interest of national defense.” Under the amend-
ments made to this provision last year, certificates for 5-year amortiza-
tion could be issucd after August 22, 1957, only for (1) new or special-
ized defense facilities as defined in the bill and (2) for research and
development facilities for national defense. In addition, the suthority
to issue rapid amortization certificates is to be terminated completely
as of December 31, 1959,

A problem has arisen in connection with the definition of “new or
specialized defense items” for which certifications may be made after
August 22, 1957, and before December 31, 1959, The definition of
this term in the bill indicates that it means only items which are
produced for the Defense Department or for the Atomic Energy
Commission for use in the national defense program, and then only
if existing productive facilities are unsuitable because of the item’s
newness or its specialized defense features, '

On the basis of the above definition it has been held that it is not
possible to certify any part of a uranium processing facility as a “new
or specialized defense item” cligible for the 5-year emergency amortiza-
tion provision, Nevertheless, it was clearly intended that such
facilities would be eligible for this certification as is indicated by the
report of your committee last year with respect to the restrictions
imposed on the issuance of certificates for rapid amortization of
emergency facilities, In that report in connection with the discussion
of the term ‘“‘new or specialized defense item’’ it was stated as follows:

It is also possible that the defense program may require
that particular facilities be available in a place where they
were not heretofore available and this could be a specialized
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defense feature justifying rapid amortization.. Thus, for
example, if new sources of uranium ore are required to be
developed by the Atomic Energy Program and these require
primary ore processing facilities near the site of the ore,
where they are not presently available, they may be certified
}'or rapid amortization as involving a specialized defense .
eature.

To carry out the intent of Congress with respect to primary proces-
sing facilitics for uranium ore or concentrate, your committee has
amended the emergency amortization provision of present law
(sec. 168 (¢)). In this amendment it provides that certificates for
emergency amortization after August 22, 1957, and before January
1, 1960, may be issued not only for the “new or specialized defense
items’’ or “research development or experimental services’” provided
for by previous law, but also for primary processing facilities for
uranium ore or concentrate under a program of the Atomic Energy
Commission for the development of new sources of this ore or con-
centrate. However, no facilities for primary uranium-ore or concen-
trate processing may be certified for emergency amortization unless
existing facilities are unsuitable because of their location.

Where applications for certificates were filed before the passage
of this bill and within 6 months after the beginning of construction,
reconstruction, erection or installation, or the date of acquisition of
the facility, your committee’s bill provides that an emergency amorti-
zation deduction is to be available, where the facility is subsequently
certified, even though the certification did not take place before the
filing of the company’s tax return for the year in question. Also,
where the application for the certificate is filed at any time within 3
monthe after the date of enactment of this bill, the emergenc
amortization deduction is to be available for prior years even though
the certificate was not issued before the filing of the tax return, and
even though the application for the certificate was not filed within
6 months after the beginning of construction, reconstruction, erection
or installation, or the date of acquisition of the facility.

Section 11—Unlimited deduction for charitable contributions by
wndividuals

Under present law the charitable contribution deduction of an
individual is generally limited to 20 percent of the taxpayer’s adjusted
gross income, although in the case of contributions to churches, schools,
and colleges, and hospitals the limit is 30 percent instead of 20 percent.
However, in addition to this the statute has long permitted a deduc-
tion for charitable contributions without limit where certain conditions -
are met. Before an individual is eligible for the unlimited charitable
deduction, however, he must establish that he has for an extended
period of time given the bulk of his income to charity or to the Govern-
ment in the form of taxes, More specifically, to he cligible for the
unlimited deduction he must in the current year and in 8 out of the -
10 preceding years have given 90 percent of his taxable income to
charity or to the Federal Government in the form of income taxes
(for this purpose taxable income is computed without regard to the
charitable deduction, personal exemptions, or any net operating loss
carryback to the year in question).
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Under present law in determining the amount of income tax for
purposes of this 90 percent test, a taxpayer is to take into account
those income taxes “paid during such year in respect of such year or
preceding taxable years.” Situations have come to the attention of
your committee where individuals fail to meet the 90 percent test
merely because the income taxes were paid in an earlier or later year
than the year in question., For example, under the present rule
.deficiencies subsequently determined cannot be attributed back to the
year with respect to which the income tax liability arose. Moreover,
payments maﬁ occur other than in the year of liability because of -
payments with declarations of estimated tax made after the end of
the year of liability or because of payments made at the time of filing
the return which also occurs in the year after the year of liability

The rule in present law with respect to unlimited charitable deduc-
tions is restricted quite narrowly to those cases where the great bulk
of an individual’s income is spent for charitable purposes. Your
committee believes that it is unfortunate to deny the benefits of
the unlimited charitable deductions in those cases where an individual
does not qualify under the present provisions merely on the grounds
of the timing of the income-tax payments. As a result, your com-
mittee has amended the unlimited charitable deduction provisions
of present law (sec. 170 (b) (1) (C)) to provide that instead of taking
into account the income tax paid during any year in determining
whether or not the 90 percent test is met, the individual can take
into account the income tax paid ‘““in respect of’”’ any year, or in
other words may take into account income taxes of the year of
liability. For this purpose a taxpayer may take into account tax
payments made in 1 year in determining whether that year qualifies
as one of the 8 years, and liabilities in the case of another year in
determining whether or not that year qualifies. However, where a
sgeciﬁc tax payment is taken into account in the year of liability
this same amount may not also be taken into account in the year of
pa%menb (where that year is different from the year of liability).

his amendment applies with respect to taxable years beginning
after December 31, 19567. Thus, it will apply in determining whether
or not an unlimited charitable deduction 18 available in 1958 and sub-
sequent years,

Section 12—Charitable contribution carryover for corporations

Present law (in sec. 170 (b) (2)) provides a 2-year carryover of
charitable contributions in excess of the 5-percent limitation for cor-
orations. Present law (in sec. 172) also provides a net operating
oss carryback of 2 years and a carryforward of 5 years, Under cer-
tain circumstances the interrelationship of this charitable contribu-
tion carryover and net operating loss carryover, may give rise to a
double deduction, because of the different methods provided for the
computation of these two carryovers,

This possible double allowance of the same amount can be illus-
trated, for example, by a corporation with & net operating loss of
$100,000 in 1 year which is carried over to a second year in which it
has a taxable income of $100,000 before taking account of a $5,000
charitable contribution and before the application of the net operatin,
loss carryover. In this second year, the net operating loss is applie
first and wipes out the $100,000 of taxable income. Thus, the $5,000
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charitable contribution becomes a carryover to the third year. How-
ever, in determining whether any net operating loss from the first
year is still availab%e for application in the third year, present law
may provide that the $5,000 charitable deduction was applied first
in the second year and, therefore, that for this purpose only $95,000
of the net operating loss was considered to be absorll))ed in that year.
As a result, $5,000 of the net operating loss from the first
year may still be available in the third year as well as the $5,000
charitable contribution carryover from the second year.

This section, in both the If:)use and your committee’s bill, eliminates
any possibility of a double allowance for the same amount in such
situations by reducing the amount of the charitable contribution
carryover to the extent that a charitable contribution deduction, .
which has been disallowed as a deduction for the year of contribution,
in effect, operates to increase the net operating loss carryover to a
succeeding year, ,

Both the House bill and your committee’s action with respect to
this provision, the following provision, and several other provisions
in this bill meke certain changes in the law to make it clear that
specified double deductions are not allowable. Although there may
be other areas in existing law where there is confusion as to whether
or not certain situations might be considered as giving rise to double
deductions, the clarifying amendments made in this bill are not
intended to imply that in other areas where there may be confusion,
double deductions are allowable under existing law.

Thnis provision is effective with respect to taxable years beginnin
after December 31, 1953, and-ending after August 16, 1954, the genera
effective date of the income taxes under the 1954 Code.

Section 13—Limitations on charitable contribution deduction

(@) Prepaid interest and charitable contributions.—Under present
law & double deduction may be available to a taxpayer if interest on
a loan secured by property is prepaid, and the property is donated to
a charitable organization. In such a case, a cash-basis taxpayer
generally may deduct the full amount of prepaid interest at the time
of payment. Where property (such as real estate) which secures
such a loan is contributed to a charitable organization subject to this
encumbrance the value of the gift is increased by the amount of this
interest which has been prepaid by the donor. Hence the donor
becomes entitled to a charitable contribution deduction which in-
cludes not only the value of his equity in the property donated but
also the amount of interest he has prepaid. Since he also is entitled
to a separate deduction for the interest item, the amount of prepaid
interest is deducted twice: once as prepaid interest and again as a
part of the charitable contribution,

The bill, both as passed by the House and as reported by your
committee, eliminates the possibility of this double deduction by
adding a provision (largely in subpar. (A) of sec. 170 (b) (4)) to the
effect that the amount of any charitable contribution is to be reduced
by any deduction for interest which has been ﬁreﬁaid by the taxpayer
(or is to be paid by him in the future), and which is attributable to a
liability assumed by the charitable organization to the extent the
interest paid is attributable to any period after the making of the
contribution.

i
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(b) Interest and charitable deductions for bonds purchased with
borrowed funds and donated to charity—It has been reported that a
somewhat similar situation to that described above exists wherein
taxpayers borrow money to purchase bonds (or other indebfedness),
and then donate the bonds to a charitable organization subject to the
loan just before a date on which they would receive interest income
from the bonds. In this case the donor may have paid the interest
on the loan before giving the bond (or other obligation) to charity.
If so, he receives an interest deduction. Moreover, where interest
income from the bond is not received until after the bond is given to
charity, the amount of the charitable contribution also reflects the
present value of the interest income shortly to be received by the
charity. However, under present law it is not clear that in all circum-
stances this amount is necessarily reflected™in the gross income of the
donor. Thus, taxpayers may receive both an interest deduction and
a charitable-contribution deduction for what in reality relates to the
same amount, ' : :

The new paragraph (4), of section 170 (b), provided by both the
House bill and your committee’s version, deals with this problem by
providing that in the case of a charitable contribution of a bond or
other obligation, the amount of the charitable contribution is to be
reduced by interest paid on a loan to carry the bond to the extent
attributable to the period before making the gift and to the extent
the interest income from the bond has not been included in the donor’s
gross income, A ‘

(¢) Iffective date—Under the House bill both of the provisions
described above apply to taxable years ending after November 7,
1956, but only with respect to charitable contributions after that date.
Your committee’s action will make these provisions applicable to
taxable years ending after December 31, 1957, with respect to
charitable contributions after that date.

(d) Revenue effect.—The two above provisions are expected to result
in an increase in revenue over the long run but are of such a nature
that estimates of current revenue gain cannot be made.

Section 14—Amortizable bond premium

Under the 1939 Code a premium on a taxable bond generally was
amortized over the period 1!1'om the date of acquisition of the bond to
its maturity or, if it had a call date, to the carliest call date. The bond
premium written off in this manner was deducted in computing ordi-
nary income, but any gain on disposition of the bond was subjeet to
capital-gains treatment, '

nder these rules where a bond was callable prior to maturity, a
taxpayer could deduct this premium ratably over the period from the
date of acquisition to the carliest call date, If the bond was not
actually called at that time, even though the premium had been
deducted in full by the taxpayer against ordinary income, when he
sold the bond any gain he received attributable to the premium was,
nevertheless, taxable at capital-gains rates. In some cases bonds
were issued with early call dates with the result that the purchasers
were .able to write off against ordinary income any premium over a
short period of time. Then the bonds were sold and gains attribu-
table to the premium were taxed at capital-gains rates. It was
possible for this process to be repeated indefinitely, so long as the
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Eremium price existed for the bonds, by groups buying and selling the
onds to each other, . :

The 1954 Code (sec. 171) attempted to prevent this tax avoidance
by permitting the amortization of premiums on callable bonds to the
carliest call date only if this call date was more than 3 years from the
date the bonds were issued. However, taxpayers found they could
accomplish much the same result as under the 1939 Code by using
bonds with call dates slightly more than 3 years from the date of the
issue of the bonds and by waiting unti] these bonds are 3 years old
before buying and selling them. ’

To stop this tax avoidance, the House bill would amend the code
(sec. 171 (b)) to require that the bond premium on any taxable bond
acquired after November 7, 1956, may not be amortized to any date
carlier than the maturity date of the bond (unless a smaller deduction-
results from amortizing the amount to an carlier call date). Your
committee has accepted this provision with one substantive modi-
fication: the proposed new treatment has been made applicable to
bonds acquired after December 31, 1957,  Under both versions of the
provision where a bond is called prior to maturity the unamortized
bond premium may be taken as a deduction against ordinary income
in the ycar the bond is redeemed. :

This provision, as modified by your cornmittee, applies to all taxable
honds without regard to date issued (and whether or not issued before
January 22, 1951) which are acquired after December 31, 1957
(instend of after November 7, 1956, as provided in the House bill),

This provision is expected to result in an inerease in revenue over the
long run but is of such a nature that estimates of the current revenue
gain cannot be made,

Section 16—Net operating loss deduction

The 1954 Code made a number of changes in the method of com-
puting the net operating loss (sec. 172) and also, for purposes of this
loss provision, in the method of computing income in the years to or
through which losses are carried. 1In general, the 1954 Code pro-
vision more nearly follows the “statutory-income” concept rather
than the “economic-income’ concept; that is, it gives taxpayers
with net operating losses, to the extent possible, the same deductions
as taxpayers with more stable income rather than attempting to
limit the benefit of the net operating loss carryover to what might
be termed the economic loss.  As a result, the 1954 Code rules are
usually somewhat more generous than those provided by the 1939
Code. *

A problem has arisen in connection with the transition from the
1939 Code rules with respeet to the net operating loss provision to
those under the 1954 Code. Present law (sec. 172 (f)) provides that
in determining a net operating loss in the case of a taxable year which
began in 1953 and ended in 1954, the loss is to be computed under
the 1939 Code provisions and then under the 1954 Code provisions,
The allowable loss consists of a portion of each of these losses, hased
upon the portion of the year falling in the calendar year 1953 and the
portion falling in the calendar year 1954, However, a taxable year
which begins in 1953 and ends in 1954 (and a short taxable year be-
ginning in 1954 and ending before August 17, 1954) generally is a
taxable year exclusively subject to the provisions of the 1939 Code.
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As a result, when a net operating loss is carried to such a year or
through it to a subsequent year, the 1939 Code rules are followed
with respect to this year, '

The provision in the House bill, which your committee has accepted,
equates the method of computing net operating losses in these cases
by providing that where a loss is carried to, or through, one of these
years, the 1954 code concepts are to apply on a pro rata basis with
respect to the portion of such year which falls in the calendar year
1954.

Your committee did amend the House provision, however, in one
respect because 3 years have now elapsed since 1954 and many of the -
transitional years with which this provision is concerned are now
closed years. To prevent relief from being denied in such cases, your
committee amends this provision to provide that if a refund or credit
with respect to this provision is prevented on the date of enactment
of this bill or within 6 months after that time by the operation of any
law or rule of law iexcept closing agreements or compromises) refund
or credit, nevertheless, is to be allowed if the claim is filed within
6 months of the date of enactment of this bill. No interest is to be
paid or allowed on any refunds or credits arising from this provision.,

This provision is expected to result in a one-time revenue loss of
approximately $1 million.

Section 16— Assessments levied by soil or water conservation or drainage
districts for certain depreciable property

Under existing law (sec. 175) a taxpayer engaged in the business of
farming may treat expenditures paid or incurred by him for the purpose
of soil or water conservation for land used in farming or for the pre-
vention of erosion of land used in farming as expenses which are not
chargeable to a capital account. Expenditures so treated are allowed
as a deduction. Expenditures qualifying for this treatment include
amounts (not otherwise allowable as a deduction) paid or incurred by
a taxpayer to satisfy any part of an assessment levied by a soil or
water conservation or drainage district to defray expenditures made
by such district which, if paid or incurred by the taxpaycr, would be
deductible under section 175.

Expenditures qualifying for this treatment do not include expendi-
tures for the purchase, construction, installation, or improvement of
structures, appliances, or facilities which are of a character which is
subject to the allowance for depreciation provided in section 167 of
the code. As a result assessments paid or incurred by a taxpayer
which are levied by such districts to defray expenditures made by
such districts for the purchase, construction, installation, or improve-
ment of structures, appliances or facilities which are of a character
subject to the allowance for depreciation are not cligible for a deduc-
tion under section 175,

Your committee has added an amendment to put such taxpayers in
somewhat the same position they would have been in if they had
made the expenditures for depreciable property directly instead of
through the district. In effect this amendment passes through to
the taxpayer his share of the district’s depreciation deductions with
respect to its-depreciable property.

Your committee’s amendment provides a deduction with respect to
auy assessment levied after December 31, 1957, by a soil or water
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conservation or drainage district to defray expenditures for the pur-
chase, construction, installation or improvement of such property to a
taxpayer who is the owner of the land in respect to which such assess-
ment was levied (whether or not the taxpayer was the owner of such
land when the assessment was levied) to the extent of the taxpayer’s
share, as determined under regulations prescribed by the Secretary or
his delegate, of the district’s depreciation deduction for such property,
This deduction can be available for any taxable year to a taxpayer
with respect to such an assessment only if during tﬁe taxable year the
taxpayer is engaged in the business of farming and uses the land in
respect of which such assessment was levied in farming. The deduc-
tion for any taxable year (when added to the amount of similar
deductions for prior taxable years) cannot exceed the amount of
such assessments levied in respect to the land of the tax-
payer before the close of the taxable year. For this purpose the soil or
water conservation or drainage district’s depreciation deduction for
any such property for any taxable year is an amount (computed by
the district) equal to the amount of the deduction which would be
allowable to the district under section 167 for such property for such
taxable year. Appropriate adjustments to basis are required for
amounts allowed as deductions under this provision which result in a
- reduction of the taxgayer’s taxes, but not less than the amounts
allowable for the taxable year and prior taxable years.

Your committee’s amendment shall apply with respect to taxable
years beginning after December 31, 1957, '

Section 17-—Improvements on leased property

Under present law, where a lessee makes improvements on leased
property, he generally is permitted depreciation or amortization with
respect to this improvement based upon the life of the improvement
or the length of the lease period, whichever is shorter. -

Where the lease period is shorter than the useful life of the improve-
ment, the present rule permits the lessee to recover his cost over a
shorter period of time than would be true if he owned the property.
This rule generally reaches the correct result, however, since the
lessee usuaﬁy has possession of the improvement only over the period
of the lease and, therefore, should not be required to spread his cost
over any longer period of time.

Similarly, there is a problem as to the period over which the cost of
acquiring a lease should be written off. Examples of such costs are
cases where a lessee subleases a property to a sublessee and requires
an additional payment, over and above the specified rent, from the
sublessee either for an improvement the lessee may have made with
respect of the property or because the property had become more
attractive for some particular use than was recognized at the time of
the initial lease.

(@) Options to renew—.Problems are presented under the rules nut-
lined above where there is an option on the part of the lessee to renew
the lease. Court decisions in gencral have held that renewals of
leases are not to be taken into account in determining the period over
which a lessee's improvement is to be written off, unless the facts
show with reasonable certainty that the lease will be renewed. The
Treasury regulations in general reflect this rule for renewal of leases
both in the case of improvements made by lessees and also in the case
of specific costs incurred in acquiring a lease,
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As indicated by the report of the Committee on Ways and Means,
the House believes that the establishment of ‘“reasonable certainty’’ :
that a lease will be renewed before the renewal period can be taken
into account.in determining the writeoff period for a lessee’s improve-
ment or a cost of acquiring a lease, makes it unlikely that these renewal
periods will be taken into account in very many of these arrangements.
As a result, the House bill provides in these cases that the term of the
lease in determining the writeoff period for these-improvement or
acquisition costs is to include any renewal periods unless the lessee
establishes that it is more probable that the lease will not be renewed
than that it will. (See proposed code sec. 178 (a).)

" Your committee in general agrees with the House that where there
is an option to renew a lease these renewal periods should be taken
into account where it is more likely that the lease will be renewed than
that it will not. However, testimony presented before your com-
mittee has illustrated the difficulty in determining whether or not
a lease will be renewed. Therefore, your committee amends this
provision to provide more objective rules for the application of this
new provision, Your commitfée’s amendments provide that in the
case of improvements made by a lessece the new provision is not to
apply if the unexpired lease period (determined without regard to
any unexcrcised option to renew) accounts for 60 percent or more
of the useful life of the improvement. In the case of costs of acquiring
a lease, your committee’s amendments provide that the new provision
is not to apply if 75 percent or more of this cost is attributable to the
unexpired lease period. However, if because of these 60 percent or
75 percent rules the new provision is not applicable, but nevertheless
the lease has been renewed or there is a ‘“reasonable certainty’” that
the option to renew the lease will be exercised then the bill as amended
by your committee provides that the rencwal period still will be taken
into account.

(b) Closely related lessees and lessors.—Another problem dealt with
in the House bill is concerned with cases where the lessee and the
lessor are closely related and improvements are made by the lessce
where the life of the improvement is longer than the period of the
lease. Where the lessee and lessor are strangers, writing the improve-
ment off over the leased period, which is shorter than the improve-
ment’s life, presents no particular problem since the lessee in such
cases is unlikely to be making gifts to the lessor. Thus, any improve-
ment with a life longer than the lease period might well be reflected in
lower lease payments. However, where the lessee and lessor are
closely related and thus may be willing to permit value to be trans-
ferred from one to the other, permitting the cost of the improvement
to be written off over the lease period alone may in effect be merely a
way of obtaining rapid depreciation.

To deal with this problem the House bill provides that if the lessee
and lessor are related persons, the cost of any improvement made by
the lessee on the leased property may be recovered only over the useful
life of the improvement. Ior this purpose, the Iouse bill provided
that the rules specified in section 267 (b) and (¢) would be followed with
two exceptions: the family of an individual is to include only his
spouse, ancestors, and lineal descendants and that control for purposes
of this section is to mean ownership of 80 percent or more raljwr than
50 percent or more,
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Your committee has accepted the House provision concerning
leases between closely related persons (proposed code sec. 178 (b))
except that it has expanded the defimition of related persons to
include a relationship which it is believed was unintentionally omitted
from the House provision. Under your cominittee’s bill related per-
sons will also include lessors and lessees who are corporations and
are members of an affiliated group which is eligible for filing a consoli-
dated return (as defined in sec. 1504). Generally, this includes cox- -
porations where there is a common ownership of 80 percent or more.

(¢) Effective date-—The House bill makes this provision effective
with respect to improvements begun after December 31, 1956, except
for improvements made on and after that date where the lessee is
under a binding obligation to make the improvements before that
date. Since this effective date refors only to ‘‘improvements’ and
not to “any cost of acquiring the lease,” the House bill may make
the change with respect to costs of acquiring a lease effective as of
the effective date of the income taxes under the 1954 Code rather
than with respect to costs incurred after December 31, 1956. Your
committee believes that this was. unintentional and, therefore, it is
amending the effective date provision to make it clear that it applies
to costs of acquiring a lease incurred after the specified date as well
as in the case of improvements begun after that date. Your com-
mittee also is advancing the effective date to July 28, 1958, so that
it will apply to costs incurred in acquiring a lease and with respect to
improvements begun after July 28, 1958 got,her than improvements
which on that date and at all times thereafter the lessee was under a
binding obligation to make). _

(d) %evenue effect.—This provision is expected to result in an in-
crease in revenue over the long run but is of such a nature that esti-
mates of the current revenue gain cannot be made. \

Section 18—Medical, dental, etc., expenses in case of decedenis

Present law (sec. 213 (d)) of the code permits the deduction in the
last year of a decedent of expenses for his medical care which are paid
out of his estate during the 1-year period after his death. These
expenses are treated as if they had been paid by the taxpayer at the
time they were incurred. T{is deduction is not available unless &
statement is filed that the amount has not been claimed or allowed as
a deduction for estate-tax purposes and a waiver of the right to this
amount as an estate-tax deduction has been filed. It is possible to
take certain other deductions, also allowable under section 2053 or
2054, as deductions in computing the taxable income of the estate,
but here they may not be allowed unless a statement has been filed
that they have not been allowed as deductions for estate-tax purposes
and a waiver of the right to claim these amounts as estate-tax deduc-
tions has been filed, In this case, however, the statement referred to
need only indicate that the amounts have not been allowed as deduc~
tions for cstate-tax purposes, while in the case of the statement
required where the amounts are taken as deductions in the last year
of the decedent, the statement must indicate that they have not been
claimed or allowed as deductions for estate-tax purposes,

This provision, conforms the language in section 213 (d% (2) (A) of
the code relating to the deduction of the expenses in the last year of
the decedent with the language in section 642 (g) which allows other

28508—58——3
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expenses a8 deductions to the estate. The conforming amendment is
merely to remove the requirement that the statement filed must
indicate that the amount has not been ‘“claimed” as an estate-tax
deduction. The statement will still have to show, however, that the
amount has not been allowed, and is waived, as a deduction for estate-
tax E}lrposes. 4

This change is effective with respect to taxable years beginnin
after December 31, 19563, and ending after August 16, 1954, the generaﬁ
effective date of the income taxes under the 1954 Code.

Section 19— Increase in limitation on medical deduction for a taxpayer
or his spouse who has attained age 66 and is disabled

Under present law the maximum deduction allowed for expenses
paid for medical care is $5,000 in the case of a taxpayer who is single
or a taxpayer who is married but files a separate return. The max-
imum deduction allowed is $10,000 in the case of a taxpayer filing a
joint return with his spouse, a taxpayer who is a head o’f) a household
or a taxpayer who is a surviving spouse. In no case, however, is the
maximum more than $2,500 per tax exemption.

Your committee believes that these maximum amounts should be
increased where a taxpayer or his spouse is disabled and has reached
age 65 before the close of the taxable year. Accordingly your com-
mittee has amended the code (sec. 213) to increase the maximum
deduction to $15,000 in the case of a taxpayer who is single and who
has reached age 65 and is disabled, or a taxpayer who is married but
files a separate return but who has reache(f age 656 and is disabled.
In the case of a taxpayer filing a joint return with his spouse the max-
imum deduction is increased to $15,000 unless both the taxpayer and
his spouse have reached age 65 and both are disabled. In this latter
case the maximum allowance is increased to $30,000. Ilowever, in a
situation in which this $30,000 maximum is appiicable, no more than
$15,000 of the expenses of the taxpayer may be taken into account
and no more than $15,000 of the expenses of the taxpayer’s spouse
may be-taken into account.

In the case of a head of a household who has reached age 66 and is
disabled, and in the case of a surviving spouse who has reached age
65 and is disabled the maximum deduction is increased to $15,000.

Under your committee’s amendment an individual is considered
disabled if unable to engage in any substantial gainful activity because
of -a medically determinable l]{»hysical or mentaﬁimpairmeht which can
be expected to result in death or to be of long-continued and indefinite
duration.

This change is made effective for taxable years beginning after
December 31, 1957.

Section 20.—Deductions by corporations for dividends received

It is understood that at the present time some corporations are
buying stock just before a dividend is payable with the intention of
receiving dividend income and then immediately after the dividend
is received, selling the stock. In such cases, the selling price of the
stock, other things being equal, is less than the purcﬁase price by
approximately the amount of the dividend. Thus, the corporation
receives: (1) dividend income against which it can take a deduction
for 85 percent of the amount received, and (2) a loss, of approximately
the same size, which can be deducted in full against ordinary income
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in the case of dealers in securities or in other cases can be offset against
capital gains. Since only 15 percent of the dividend received is taxed,
the applicable rate on the income is reduced from & rate approaching
52 percent to one a;:proaching 7.8 percent. On the other hand, the
loss upon the sale of the stock, in the case of a dealer would be fully
deductible against other income taxed at a rate as high as 52 percent
or in the case of other corporations would be a short-term capital loss
which is deductible against capital gains taxed at either 25 percent or
at a rate as high as 52 percent. _ : :

A similar J)roblem is presented where & corporation maintains both
a “long’’ and a ‘‘short” position over the dividend payment date. In
this case the corporation receives: (1) Dividend income against which
it can take a deduction of 85 percent for the dividend received; and
(2) an ordinary business expense deduction, which is fully deductible, -
for the amount of the dividend which the corporation has to pay the
person from whom it borrowed the stock.

Your committee agrees with the House that the intercorporate
dividend received deduction should be denied in the types of situations
described above. To discourage this tax avoidance the House bill
added a new provision (sec. 246 (c)) to the Code which denies any
dividends received deduction for dividend income where the corpora-
tion has held the stock for 10 days or less. Your committee has
accepted this provision except that to give greater assurance of block-~
in% any tax avoidance it would apply this new rule if the stock was
held for no more than 15 days before the sale of the stock.

Both the House and your committee’s bill also deny the 85 percent
dividends received deduction where the corporation is, on the dividend
date, in both a ‘“long” and “short” position with respect to sub-
stantially identical stock or securities f:)r otherwise under obligation
to make corresponding payments with respect to these securiiies).
A special rule is provided in the case of cumuY&tive preferred dividends
attributable to a period of more than 1 f‘,rea,r. In such cases, the
dividends received deductions are denied if the corporation has held
the stock for 90 days or less instead of for 15 days or less (10 days ov
less under the House bill), :

.The House bill provides that this provision is to apply to taxable
years ending after November 7, 1956, in the case of shares of stock
acquired after that time. Your committee’s action will make this -
provision applicable with respect to taxable years ending after De-
cember 31, 1957, in the case of stock acquired or short sales made
after that date. .

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of the current
rovenue gain cannot be made.

Section 21—-Gain or loss on sales or exchanges in connection with certain
liquidations

Section 21, as added by your committee, would amend section 337
of the Internal Revenue Code of 1954 (relating to gain or loss on sales
or exchanges in connection with certain liquidations), The new
provision would be applicable to certain sales of property by a cor-
poration which is owned at least 80 percent by another corporation
and which has, in addition, minority shareholders.
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Section 337 was added by the 1954 Code in order to eliminate the
uncertainties which arose under the 1939 Code where property was
sold in connection with the complete liquidation of a corporation,
Under the 1939 Code, if the corporation was considered to have sold
the property and the proceeds were considered to have been distributed
to the shareholders, there would be 2 taxes imposed with respect to
the sale—1 at the corporate lovel and 1 at the sharcholder level. On
the other hand, if the corporation was considered to have distributed
the property in liquidation and the property was considered to have
then been sold by the shareholders, only a single tax—imposed at
the shareholder lovel—would be due. Section 337 eliminated this
trap for the unwary and made uniroportant the formalities of the
transaction. Section 337 provides that if a corporation adopts a
plan of complete liquidation, no gain or loss shaﬁ) be recognized to
the corporation from sales of property by the corporation after the
adoption of the plan provided the corporation is completely liquidated
within 12 months.

Section 337 of the 1954 Code, however, was not made applicable to
sales or exchanges of property by a corporation where the corporation
is owned 80 percent by another corporation and where the liquidation
is tax free to the majority shareholder with a carryover to the parent
corporation of the subsidiary’s basis for its assets (sec. 337 (¢) (2) (A)).
Section. 337 was apparently made inspplicable to this situation be-
cause there is no tax imposed upon the majority shareholder on the
liquidation so that, as to the majority shareholder, there is no possi-
bim% of the imposition of two taxes with respect to a sale of property
by the liquidating corporation. However, if there are any minority
shareholders in the case of the liquidation of such a subsidiary, those
shareholders will be required to pay a tax if the amount received by
them on liquidation oxceeds their stock basis. Accordingly, if the
subsidiary corporation sells its property before the liquidation, a corpo-
rate tax will be payable by the subsidiary, and, in addition, the minor-
ity shareholders will be taxed when their share of the proceeds of the
sale are distributed to them in complete liquidation. Your committee
believes that it is neither necessary nor desirable to deprive minority
shareholders in this situation of the benefits of section 337. .

The amendment made by section 21 would add a new rule to
section 337 applicable only to minority shareholders. The general
effect of this rule is to reduce the tax payable by the minority share-
holders on the liquidation. This is accomplished by first increasing
the amount they are considered to have received on the liquidation
(this increaso is an amount equal to their proportionate share of the
amount by which the tax imposed upon the subsidiary would have
been reduced if section 337 had upp}ied to sales of property by it)
and then by deeming the sharcholders to have paid an amount of tax
equal to the amount of the increase. The new rule does not aflect
the tax treatment of the subsidiary corporation, nor does it affect the
tax treatment of the majority corporate shareholder. The new rule
is for the sole purpose of insuring that the minority shareholders will
be placed in the same position, after taxes, as if there had been no
majority corporate shareholder and the subsidy corporation had
been able to utilize section 337."

The new rule is applicable to corporations which have adopted a plan
of complete liquidation on or after January 1, 1958, and with respect to
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which section 337 does not apply solely by reason of the application of
section 337 (¢) (2) (A). Accordingly, this new rule is applicable only
where the corporation is owned 80 percent or more by another cor-.
poration and there is a complete liquidation which is tax free to the
majority corporate shareholder (under sec. 332), with the corporate
shareholder taking as its basis for the property received by it the basis
of such property in the hands of the liquidating corporation.

The application of the new rule may be illustrated by the following
example: Assume that corporation S, having only common stock out-
standing, is owned 90 percent by corporation P (which has owned the
S stock for 3 years) and 10 percent by individual A (a calendar year
Laxgmyer)', and that the sole assets of corporation S are 2 buildings,
each having a fair market value of $100,000 and a basis to the corpora-
tion of $50,000. Assume further that A’s basis for his stock is $10,000.
On August 1, 1958, corporation S adopts a plan of complete liquida-
tion. On September 1, 1958, corporation S sells 1 of the buildings for
$100,000 and distributes in_complete liquidatiozn during the following
month the other building and the proceeds of the sale (less $12,500
retained to pay the tax imposed on such sale). Under the new rule,
the amount realized by A on the distribution is increased by $1,250
(A’s proportionate share of the amount by which the tax imposed upon
corporation S on such sale or exchange would have been reduced—
assuming a 25 percent rate of tax—if sec. 337 had been applicable).
Thus, the tax imposed upon A with respect to the complete liquidation
is computed as follows: the amount realized by A is $18,750 ($10,000
for A’s one-tenth interest in the building not sold, plus $8,750 repre-
senting A’s proportionate share of the $100,000 received by corpora-
‘tion S on the sale of the building less the tax imposed upon corporation
S on such sale) plus $1,250 (the increase in the amount realized
provided by the new rule), or $20,000. Since A’s basis for his stock
is $10,000, the capital gains tax imposed on A with respect to the
complete liquidation (assuming a 25-percent tax rate) is $2,500.
Under the new rule, A shall be deemed to have paid $1,250 in tax.
Accordingly, after credit, A will be left with $17,600 in property and
money. This is the same amount A would have had if the corpora-
tion had not sold any property, but rather had distributed all its
property in complete liquidation and A had sold his interest in the
property received by him, and also is the same amount A would have
been left with, after taxes, if section 337 had applied to such sale.

Section 22-—Collapsible corporations

Section 341 of the 1964 Code relates to collapsible corporations,
The purpose of this provision, enacted originally in 1950, is to prevent
income which would otherwise be taxed at ordinary income-tax rates
from being converted into income taxable at capital-gain rates merely
by use of the corporate entity. For example, the collapsible-corpora-
tion provisions are intended to prevent a taxpayer from transferring
inventory items owned by him to a corporation and then selling the
stock of the corporation at capital-gain rates to avoid the ordinary
income tax which he would have been required to pay if he had sold
the inventory directly.

The collapsible-corporation provisions of present law, however,
both by their terms and as interproted, are so broad that in a number
of situations they may have exactly the opposite effect from that
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intended—instead of preventing the conversion of ordinary income into
capital gain, they may instead convert what would otherwise be capital
gam into ordinary income. The applicability of the provisions of
present law, moreover, depends upon the subjective intent of the
parties, & matter which is obviously difficult to determine. Further-
more, if the collapsible-corporation provisions do apply, the entire
gain of the shareholder is taxed at ordinary income rates, notwith-
standing the fact that had the shareholder not employed the corporate
entity a large part of his gain might have been taxed at capital-gain
rates. For these reasons, the collapsible-corporation provisions
present law frequently impede or prevent legitimate business transac-
tions and in some cases even result in the imposition of ordinary in-
come taxes which would not be imposed if the shareholders of such
corporations had not employed the corporate method of doing business.

Under present law there are three limitations on the application of
the collapsible corporation provisions. (In general, sec. 341 is not
applicable in the case of shareholders owning 5 percent or less of the
corporation’s stock; where 70 percent or less of the shareholder’s gain
is attributable to the collapsible property; or where the shareholder’s
gain is realized more than 3 years after the completion of the manufac-
ture, construction, production or purchase of the collapsible property.)
However, these limitations, as interpreted, do not eliminate the prob-
lems described above. For example, in the case of corporations
engaged in the development of natural resources, which have con-
tinued development activity, the shareholders of such corporations
can never be certain that their stock interests in such corporations will
not be regarded as stock interests in a collapsible corporation, not-
withstanding the fact that their corporations have little or no inven-
tories and that the properties of such corporations (if sold by the
corporation or by the shareholders) would be regarded as properties
the sale of which would result in capital gain. Similarly, real-estate
corporations established by investors (as distinguished from dealers)
holding rental property for investment only may be regarded as
collapsible corporations under present law.

Section 22, as added by your committee, would amend section 341
by adding a new subsection providing 4 limited exceptions to the
application of the collapsible corporation provisions, Your committee
believes that this amendment is desirable in order to avoid determina-
tions of subjective intent in the situations described in this amendment
and also to avoid the possibility in this area of the conversion of capital
gain income into ordinary income, Furthermore, it is believed that
“this amendment. will have the effect of removing some of the impedi-
ments that presently exist in the case of legitimate business trans-
actions without permitting the tax avoidance which the collapsible
corporation provisions are intended to prevent,

‘he four exceptions to the existing rules applicable to collapsible
corporations relate to: (1) sales or exchanges of stock (other than sales
or exchanges of stock to the issuing corporation or to certain related
persons); (2) certain distributions in complete liquidation taxed as
capital gains under section 331; (3) certain complete liquidations for
which nonrecognition treatment is provided under section 333; and
(4) certain sales or exchanges of propertiy by the corporation under
section 337 (relating to nonrecognition of gain or loss on sales or ex-
changes in connection with certain liquidations). A transaction will
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not come within any of these exceptions unless the net unrealized
appreciation on the ‘“ordinary income’’ assets of the corporation does
not exceed 15 percent of the net worth of the corporation (in general,
the excess of the fair market value of the corporation’s assets over its
liabilities). The ‘“ordinary income” assets of a corporation, in-general,
are those assets of the corporation which, if sold at a gain, would result
in the imposition of an ordinary income tax on the corporation. If
any shareholder of the corporation owns more than 20 percent of the
corporation’s stock (5 percent in the case of liquidations under sec.
333), the ‘“ordinary income’ assets of the corporation include those
additional assets of the corporation which, if sold at a gain by such
shareholder, would result in the imposition of an ordinary income tax
on such shareholder.

The definition of-“ordinary income’ assets is also applied on a -
shareholder-by-shareholder basis in two situations: (1) The first situ-
ation is where a shareholder owns more than 20 percent of the corpora-
tion’s stock and also owns or owned more than 20 percent of another
corporation’s stock during the preceding 3-year period and more than
70 percent of such other corporation’s assets are or were similar or
related in service or use to more than 70 percent of the assets of the
corporation. In this case, any sale or exchange of the stock of the
other corporation during the preceding 3-year period will be deemed
to have been a sale or exchange of the assets of such other corpora-
tion by the shareholder. Similarly, any sales or exchanges of assets
by such other corporation which qualify under section 337 (a) will
be considered sales or exchanges by the shareholder. These addi-
tional requirements will prevent an individual from avoiding dealer
atatus, for example, merely by using a separate corporation for each
venture. (2) The second situation where the definition of ‘“‘ordinary
income’’ assets is applied on a shareholder-by-shareholder basis ‘is
where the shareholder owns 20 percent or less of the corporation’s
stock, but more than 5 percent of the corporation’s stock. In this
situation, there is no reference to the shareholder’s interests in other
corporations (as under (1)), but there is taken into account, as to
that shareholder, the net unrealized appreciation in assets of the cor-
poration which would be “ordinary income’ assets under the defini-
tion if the shareholder had owned more than 20 percent in value of
the corporation’s stock,

These tests are for the purpose of insuring that the amount of un-
realized ordinary income in a corporation’s assets is relatively small
in comparison to the total assets of the corporation, taking into account
the tax status of the shareholders of a corporation, so that they will
not be able to change the character of their income merely by em-
ploying the corporate form of doing business, Thus, under these
rules, opportunities will not be created for the conversion of ordinary
income into capital gain. In the case of a complete liquidation of a
corporation, your committee believes that additional requirements
must be imposed in order to prevent the shareholders of a corporation
from liquidating their corporation, paying a capital-gain tax on such
liquidation, and thereby obtaining a stepped-up basis for depreciable,
degletable, or amortizable assets, In order to reduce for the future the
ordinary income produced by such assets. Accordingly, in addition
to meeting the percentage tests described above, in order for distribu-
tions in complete liquidation under section 331 to qualify under this
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exception, the following three conditions must be met: (1) within the
12-month period beginning on the date of the adoption of the plan of
complete liquidation, substantially all of the properties held by the
corporation must be sold; (2) following the adoption of such plan, no
distribution of depreciable, depletable, or amortizable property can
be made to the shareholders; and (3) section 337 must be applicable to
sales or exchanges of property by the corporation within such period.
Where all of these conditions are met, your committee believes that
the transaction is substantially the same as a sale by the shareholders
of their stock and so should qualify under the statutory exception.

The application of the provision added by your committee, in the
case of sales or exchanges of stock, may be illustrated by the follow-
ing examples: Assume that the sole asset of a corporation is appreci-
ated land, and that the corporation is not a dealer in such property.
If no shareholder of the corporation owning more than 20 percent of
the corporation’s stock is a dealer in such land (and if no more-than-
20-percent shareholder owns, or has owned, within the preceding 3
years, more than 20 percent of the stock in a corporation more than

- 70 percent in value of whose assets are property similar or related in
service or use to the assets of this corporation) then gain from sale of
stock by any shareholder owning more than 20 percent of the corpora-
tion’s stock will not come within the provisions of section 341 (a). If,
on the other hand, a shareholder owning more than 20 percent in the
value of the corporation’s stock is a dealer in land, no sale of stock by
any shareholder in the corporation will come within the statutory ex-
ception added by your committee. If no sharcholder owning more
than 20 percent of the corporation’s stock is a dealer in land, but a 21-
percent shareholder has owned and sold, within the past 3 years, similor
stock interests in corporations having similar property, then such sales
of stock shall be taken into account, as to that shareholder only, in
ascertaining whether he is a dealer and therefore is prevented from
coming under the exception, Similarly, if no shareholder owning more
than 20 percent in value of the corporation’s stock is a dealer in land,
but a shareholder owning 6 percent of the corporation’s stock is a dealer
in such land, a sale of stock by the 6-percent shareholder will not
qualify under the exception, notwithstanding the fact that sales of
stock by other Shm'ehollflcrs may qunlify.

The amendments contained in section 22 to the collapsible corpora-
tion provisions are not for the purpose of causing any corporation to
be regarded as a collapsible corporation. Your committee recognizes
that there may be legitimate corporate enterprises that will be unable
to meet the terms of the limited statutory exceptions contained in
gection 22, Your committee does not believe that any inference
should be drawn from the failure of any corporation, or the failure of
any corporation with respect to any of its shareholders, to meet the
requirements for any or all of the new statutory exceptions to the
application of the collapsible corporation provisions. Accordingly, it
is expressly provided that in determining whether any corporation is
a collapsible corporation within the meaning of section 341 (b) of the
1954 Code, the fact that such corporation, or such corporation with
respect to any of its shareholders, does not meet the requirements of
any of the new rules shall not be taken into account, and such deter-
mination shall be made as if such rules had not been enacted.
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The new rules added by your committee are to apply to taxable
years beginning after December 31, 1957, but only with respect to
ls)?llfs, exchanges, and distributions after the date of enactment of this
Section 23— Certain acquisitions of stock .

The 1954 Code rules relating to sales of stock to related corporations
were effective as of June 22, 1954, Under existing court decisions
where a sale of stock to a related corporation was made before June
22, 1954, on an installment basis and installment proceeds are re-
ceived in a period coming under the 1954 Code, the tax treatment of
these installment proceeds is governed by the rules provided by the
1954 Code, notwithstanding tﬁe fact that the sale was made prior to
the change in the law, and that the parties to the sale relied upon the
law in effect at the time they made the sale, '

A somewhat similar problem exists in the case of sales of stock to
related corporations where contracts to sell the stock were entered
into before June 22, 1954, but the actual sales occurred after that date.
The 1954 Code rules under present law clearly apply to such a sale,
notwithstanding the fact that transactions of this type could not be
altered on or after June 22, 1954,

The House concluded that in the case of transactions of the two
types described above, where the terms of the contract were firmly
established when only the 1939 Code tax rules could be relied upon,
that it is only proper that the 1939 Code rules should continue to
apply even though the transactions were not consummated until after
June 22, 1954, Your committec agrees with that conclusion.

The House bill provides for the two problems described above by
adding a sentence to section 391, the effective dete provision in the
case of distributions by corporations, This sentence makes it clear
that the 1939 Code provisions are applicable in determining the extent
to which property received on an acquisition of stock is to be treated
as a dividend in the case of any acquisition of stock involving redemp-
tion through the use of related corporations (sec. 304) which occurred
before June 22, 1954, The sentence added by the House bill also
provides that the 1939 Code provisions are to apply to acquisitions of
stock in this manner which occurred between June 22, 1954, and
December 31, 1967, under a contract entered into before June 22, 19564.
Your committee’s action accepts the House provision with one modi-
fication. It makes the 1939 Code applicable to acquisitions of stock
which occurred between June 22, 1954, and December 31, 19568
(rather than 1957), where they are pursuant to a contract entered into
before June 22, 1954, -

This provision is to be applicable as if included in the 1954 Code on
the date of its enactment.

This provision is expected to result in a negligible revenue loss.

Section 24— Taxation of employee annuities :

(@) Income tax treatment of nonforfeitable annuity contracts purchased
by tax-exempt educational, charitable, or religious organizations.—Under
present law (sec. 403) an annuity purchased by an cmployer for an
employee, under a qualified nondiscriminatory type of plan, is taxable
at the time the employee receives the annuity payment rather than
in the year the payments are made for the annuity by the employer.
However, where the employer is a tax-exempt educational, charitable,
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or religious organization, described in section 501 (¢) (3), this defer-
ment of tax in the case of the employece is available with respect to
annuities whether or not they are paid under a qualified nondiscrimi-
natory type of plan.

It 18 understood that certain of these organizations are paying se-
lected employees all, or almost all, of their compensation in tﬂe %orm
of annuities. Usually these are part-time employees of the organiza-
tion who derive their principal income from other employment, and
desire to be compensated by the organization in the form of an annuity
rather than money, as a means of deferring income taxes on funds
they in any case intend to save.

our committee agrees with the House that these organizations
should not be permitted to trade on this tax-deferment privilege for
their employees. Accordingly, your committee has accepted without
change the new subsection the House bill adds to section 403. This
new subsection provides that in the case of annuity contracts pur-
chased for employees by educational, charitable, or religious organ-
izations exempt under section 501 (¢) (3), if the annuity contract does
not come under a qualified nondiscriminatory plan and the employees
rights to the contract are nonforfeitable, the amount contributed by
the employer is to be excluded from the gross income of the employee
in the taxable year of the contribution only to the extent the contri-
bution does not exceed an ‘‘exclusion allowance’’ for the year. The
“exclusion allowance” is 20 percent of the employees’ compensation
for the last 12-month period multiplied by the employees’ years of
service, reduced by the amounts contributed by the employer for an-
nuity contracts which were excluded from the gross income of the
employee in prior taxable years.

‘he regulations under present law (sec. 1.403 (a)-1 (3)) provide
that an annuity contract purchased by an exempt organization quali-
fies provided the purchase of the annuity is “merely a supplement to
past or current compensation.” Among the factors mentioned as to
whether an annuity contract is a “supplement to past or current
compensation’’ is whether the annuity contract is purchased as a
result of an agreement for a reduction of the employee’s salary or
whether it is purchased at his request instead of an increase in current
compensation to which he othérwise might be entitled. In such cases -
the regulations state that the amount paid for the contract is to be
considered current compensation. Your committee intends the ob-
jective 20 percent rule set forth above as a complete substitute for
these rules in the regulations, An exception, however, would exist
where with respect to an amount already earned an employee took
a reduced amount and accepted an annuity instead. In such a case
he would have already constructively received the compensation and
then converted it into an annuity. Your committee believes that
the deletion of these rules in the regulations is particularly important
in view of the fact that they favor new employees at the expense of
existing employees, who apparently cannot chan%e their terms of
em]gloyment to conform with those of the new employees.

(0) Income tax treatment of forfeitable annuity contracts purchased by
oz;fanizations exempt from tax under section 601 or 621.—The House
bill also is concerned with a problem closely related to that described
above., This relates to the granting of a foifeitable ltﬁfpe of annuity
by a tax-exempt organization where the employee will at some later



TECHNICAL AMENDMENTS ACT OF 1958 37

time obtain a nonforfeitable or vested interest. For example, an
annuity may be granted to an employee in 1 year, but the employee
may be required to work for the organization for some specified number
of years before his rights to the annuity become nonforfeitable. Under

resent law an emgloyee is not taxed in the year the forfeitable annuity
1s purchased for him, nor is he taxed in the subsequent year when
his right to the annuity becomes nonforfeitable with respect to
amounts already set aside. 'This is true whether or not the employer
is an exempt organization. However, under existing law a taxable
organization is unlikely to enter into such an arrangement since it
would receive no deduction for its payments for the annuity, In the
case of a tax-exempt organization, however, this denial of a deduction
is of no consequence since such an organization is free of tax.

The House report points out that tax-exempt organizations can
achieve the same result through the use of these forfeitable annuities -
which vest after the income is earned as is presently possible for the
educational, charitable, and religious organizations prior to the amend-
ment described in (@) above. Moreover, this applies not only with
respect to educational, charitable, and religious organizations exempt
under section 501 (¢) (3) but also with respect to all other organiza-
tions exempt under section 501 such as chambers of .commerce, social
clubs, labor unions, etc., and also farmers’ cooperatives exempt under:
section 521. '

To prevent any possible abuse in this area the House bill provides
that the rule in new section 403 (¢) (403 (b) of the present law) is
not to apply to an annuity contract purchased by an employer ex-
empt from tax under section 501 or 521. The amendment made by
the House was intended to (})rovide that if an employee of a tax-
exempt organization received an annuity which was forfeitable at
the time the contributions were made, the annuity was to become
taxable in full at the time the employees’ rights to it changed from
forfeitable to nonforfeitable. Your committee agrees with the goal
sought here by the House committee but makes a clarifying amend-
ment. A new provision has been substituted (to be subsection (d)
of section 403) providing that if the rights of an employee under an
annuity contract purchased by a tax-exempt employer changed from
forfeitable to nonforfeitable rights, the value of the contract on the
dato of the change is to be included in the gross income of the em-
ployee at that time. Your committee did make one modification,
however, which does constitute a change in policy from the provision
as provided by the House. It makes the new rule applicable only
to the extent the value of an annuity which becomes nonforfeitable
after Docember 31, 1957, is attributable to amounts contributed
by the employer after that date. The House provision would have
made the new rule applicable with respect to contracts which became
nonforfeitable after a specific date, irrespective of when the contri-
butions to such annuities were made by the employer.

It should be made clear that by making forfeitabic annuities taxable
in the case of exempt organizations at the time they become non-
forfeitable, there is no intention of changing the time of imposing
tax in the case of forfeitable annuities paid by other than these exemgt
organizations. Other forfeitable annuities will continue to be taxable
at the time the payments are received by the annuitant. Nor is this
intended to change the timing of the taxation of nonforfeitable annui-
ties in any way,
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Paragraph (6) of the new section 403 (b) in both the House bill and
undnr your committee’s action provides an exception to the forfeitable
ruis outlined above, in the case of tax-exempt educational, charitable,
and religious organizations. It provides that at the time of the
vesting of a forfeitable employee annuity paid by one of these organi-
zations, the value of the annuity is to be treated as a payment subject
to the 20-percent exclusion described above. Then, if the contribu-
tions do not exceed 20 percent of the total compensation with respect
to both current and past service (or to the extent it does not exceed
such amount), the value of the annuity will not be taxable to the
employee.

. (5) Death benefit and estate and gift tax exclusions.—Your committee
has added three new closely related amendments to this provision
of the House bill. At the present time an employee of an industrial
concern covered by a qualified pension plan not only is able to defer
the taxation of contributions made to such a plan by the employer
until the amounts are received but also receives certain other tax
benefits as well. Among these is an exclusion for up to $5,000 paid
with respect to an emp%oyee’s death within 1 taxable year, and an
exclusion from the estate tax base of a decedent employee with respect
to his employer’s contributions. Also, an exclusion from the gift
tax base with respect to an employer’s contribution (as added by
section 72 of this bill) is provided in the case of the exercise (or non-
exercise) by an employee of an election as to survivor benefits.

The House, by providing the 20-percent rule described above, has
in effect established a substitute for educational, charitable, and
religious organizations for the ‘“qualification” required of industrial
plans. As indicated previously, your committee is in accord with
the action taken to establish this 20-percent rule but in so doing
believes that the other major benefits accorded in the case of indus-
trial plans should also be made available to the educational, chari-
table, and religious organizations whose pension payments qualify
under the 20-percent rule (or to the extent they qualify under the
20-percent rule). Therefore, it is extending to these organizations
the three tax benefit provisions referred to above. However, in the
case of the educational and charitable organizations, your committee
is extending these additional tax benefits only to a limited group.

The educational organizations covered are those which maintain a
faculty and curriculum and have a regularly enrolled body of pupils
in attendance where its educational activities are carried on, The
charitable organizations covered ave those which receive a substantial
pall')trof their support from a governmental unit or from the general

ublic.

: The income-tax exclusion for nonforfeitable death benefits up to
$5,000 for cmployees of the specified educational, charitable, and
religious organizations is provided by an amendment to section 101

(b) (2) (B). This amendment in the new clause (iii) provides that
the exclusion of up to $5,000 is to be available with respect to the
portion of the distributions represented by the employer’s contribu-
tions which come within the 20-percent rule.

The estate tax exclusion for annuity contracts purchased for em-
})loyees by one of the specified tax-exempt organizations is provided
by the addition of a new paragraph (3) to scetion 2039 (¢). Also, in



TECHNICAL AMENDMENTS ACT OF 1958 39

the same subsection it is provided that contributions by one of these
tax-exempt organizations for an employee’s annuity is not to be con-
sidered as contributed by the employee (and, therefore, is to be free
of estate tax) to the extent it qualifies under the 20 percent rule.

The gift tax exclusion for the exercise (or nonexercise) of an election
to provide survivor benefits under annuity contracts purchased for an
employee by one of the specified tax-exempt organizations is provided
by an amendment to the proposed new section 2517, added by sec-
tion 72 of this bill. The amendment provides that the gift tax
exclusion is to be available to the extent of the tax-exempt organiza-
tion’s contribution which did not exceed the limitation imposed under
the 20 percent rule.

(d) Effective dates.—The House bill would make the new 20 percent
rule with respect to annuities purchased by educational, charitable, -
and religious organizations effective with respect to taxable years
beginning after December 31, 1956. The House bill also applies the
same effective date with respect to the change made in the tax treat-
ment of forfeitable annuities purchased by tax-exempt organizations .
generally. Your committee has advanced tho effective date in both
of these cases to taxable years beginning after December 31, 1957,
Also, as indicated previously, in the case of the revised tax treatment
to be applied in the case of forfeitable annuities which become non-
forfeitagle, our committee makes the new rule epplicable only to the
extent attrigutable to the amount contributed by the employer after
December 31, 1957, In the case of the new provisions added by your
committee, the amendment relating to death benefits up to $5,000 in
the case of certain educational, charitable, and religious organizations
is to apply with respect to taxable years beginning after December 31,
1957; the amendment extending tﬂe estate tax exclusion in the case
of annuities received by the estates of the deceased employees of
these organizations is made effective with respect to estates of de-
cedents dying after December 31, 1957; and the extension of the gift
tax exclusion in the case of the exercise (or nonexercise) of survivor
benefits in the case of employees of the same organizations is to apply
with respect to calendar years after 1957. In the case of both the
estate and gift tax effective dates, these are the customary type of
effective dates for prospective amendments in the case of these taxes,
~ (e) Revenue effect.—The provisions adding the 20 percent limitation
in the case of annuities paid to employees of educational, charitable,
and religious organizations and the new treatment proposed with
respect to forfeitable annuities which become nonforfeitable and which
are paid by tax-exempt organizations, are expected to result in an
increase in revenue over the long run but are of such a nature that
estimates of current revenue gain c¢annot be made. On the other
hand, the extension of the death benefit exclusion of up to $5,000, the
estate tax exclusion, and the gift tax exclusion, in the casc of the
determination of survivor rights, which under your committee’s
amendments are to be applicable to certain types of educational,
charitable, and religious organizations and their employees, are ex-
pected, in the long run, to result in a decrease in revenue but in this
case 8lso the nature of the data available makes it impossible to make

estimates of current revenue loss.
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Sectimltl 26—Contributions of employer to employees’ trust or annuity
plan

This section, which has not been changed by your committee,
corrects an error in punctuation. It amends the section of the code
relating to the deduction of employer contributions to certain em-
ployee trust and annuity plans, ete. (sec. 404 (a)), by inserting a
semicolon and a comma.

Section 26—FEmployee stock options granted by parent or subsidiary
corporation

Section 421 (d) of present law, for purposes of the restricted stock
O?tion provision, defines parent and subsidiary corporations in terms
of specified relationships to the ‘‘employer” corporation. However,
section 421 (a), in the so-called employment rule, provides that an’
individual is not entitled to ‘“‘restricted stock option’’ treatment unless
at the time he excrcises the option he is (or was in the last 3 months)
an employee of the corporation which granted the option, or a parent
or subsidiary of such corporation, or (2) a corporation or a parent or
subsidiary of a corporation issuing or assuming a stock option as
result of a corporate reorganization, liquidation, etc. Since the cor-
poration ‘“granting’’ the option, or ‘‘issuing or assuming’’ it may be
the parent or subsidiary corporation, rather than the employer cor-
poration, the definitions of parent and subsidiary in section 421 (d)
which are in terms of the latter technically do not cover this rule.

— The House bill, which your committee has accepted without change,
extends the definition of parent and subsidiary corporations, for pur-
poses of the employment rule (in sec. 421 (a)), to cover cases where
an individual is, or has been, an emﬁloyee of a parent or subsidiar
corporation of the corporation which granted the option (or whic
issued or assumed the option). 'This was done by providing that the
term ‘“‘employer corporation’” as used in the definition of parent and
subsidiary corporations is to be treated as if it were the ‘‘grantor
corporation’ (or the “corporation issuing or assuming a stock option
under section 421 (g)”’).

This provision is effective with respect to taxable years beginnin
after December 31, 1953, and ending after August 16, 1954, the genera
effective date of the 1954 Code. :

Section 27. Variable price restricted stock options

Under present law (sec. 421) the price of a restricted stock option
to an employee, in order for him to qualify for deferred tax, can-
not be less than 85 percent of the value of the stock when the op-
tion is granted except in the case of variable price options, A variable
price option is an option in which one variable is permitted in deter-
mining the option price; as, for example, an option to purchase stock
at a fixed percentage of the value of the stock when the option is
exercised (or at a fixed date before or after the date of exercise).
Whether such an option qualifies under the code is determined by
assuming it i8 excrcised on the date it is granted. The option price
as 80 determined must be at least 85 percent of the value of the stock
on the date the option is granted. By using one of these variable
price options, it is possible, depending upon the condition of the
market, for the employee to meet this 85 percent test when the option
is granted and at the same time buy stock for substantially less than
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85 percent of its value either at the time the option is granted or at the
time the option is exercised. :
For example, assume that the stock of the X corporation has fallen
from $150 to $100 per share from January 1 to March 1. X cor-
poration then gives an employee a variable price restricted stock
option, as it may do under present law, to buy its stock at 56.7 per-
cent of the value of the stocf: 2 months before the option is exercised.
Since 56.7 percent of the January 1 value of the stock of $150 is $85.05,
or in excess of 85 percent of the $100 value of the stock on March 1
when the option was granted, the option would meet the requirements
for a variable price restricted stock option under present law. If the
price of the stock remains at $100 for 2 more months or until May 1,
under the terms of the option the employee can buy the stock for
$56.70 per share or 56.7 percent of the value of the stock when the -
option was granted and 56.7 percent of the value of the stock when
the option is exercised. ,
Your committee agrees with the House that cases like that described
above represent an abuse of the restricted stock option provision.
For that reason, the definition of a variable price option is modified
by both the House bill and your committee’s action to provide that
this term is not to include any option where the option price is deter-
mined by the value of the stock at any time before the option is
exercised, if this value may be l%reater than the average value of the
stock during the calendar month in which the option is exercised.
The House bill would make this amendment effective with respect
to options granted and taxable years ending after November 7, 1956.
Your committee has advanced this date to September 30, 1958, so that
companies which may have authorized variable price options depend-
ent on price in a prior period will have an opportunity to revise their
stock option plans.
This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.

Section 28—Transfers of installment obligations to controlled life in-
surance companies

Under present law a taxpayer may elect to defer income from in-
stallment obligations until these obligations are collected, If the
obligations are transferred to another person before the collection is
completed, however, the transferor generally is taxed at the time of
the transfer on any remaining income,

In some cases, however, installment obligations may be transferred
without tax then being imposed. These cases include transfers of
installment obligations to a controlled corporation in exchange for
stock or securities, contributions of installment obligations to a
partnership, distributions of installment obligations in certain types
of corporate liquidations, distributions of installment obligations by
a partnership to a partner, and certain exchanges of property for
stock or securities involving corporate reorganizations,

Usually, unless income from installment obligations is realized at
the time of the transfer, the transferee reports the profit as the re-
maining installmonts are collected. However, where the transferee
is a life insurance company, the profit element in the uncollected
installment obligation is not taxed because it is a type of income
excluded from life insurance company gross income.
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To prevent this tax avoidance, the House bill provides that income
which is uncollected at the time of the transfer of an installment
obligation to a life-insurance company is to be taxed to the transferor
at the time of the transfer in all cases, Your committee has accepted
this provision without change. The bill accomplishes this by amend-
inpir section 453 (d), relating to gain or loss on disposition of installment
obligations, to provide that, where an installment obligation is
transferred directly or indirectly to a life-insurance company, gain is
to be recognized for tax purposes despite other provisions of the code
providing for nonrecognition. This rule also applies to transfers to
partnerships of which a life-insurance company is a member.

In addition, if a life-insurance company was in the prior year other
than a life-insurance company, both the House bill and your com-
mittee’s action provide that this company is to be taxed with respect
to installment obligations on hand at the end of that year. Similarly,
a partnership of which a life-insurance company becomes a member
will be taxed with respect to installment obligations it holds at the
time the insurance company becomes a partner. These latter provi-
sions are designed to prevent indirect transfers of these installment
obligations to life-insurance companies.

Under the House bill, this amendment would apply to taxable years
endinF after November 7, 1956, but only in the case of dispositions of
installment obligations after that date. Your committee’s action
makes this provision effective with respect to taxable years ending
a}i;terdDecember 31, 1957, but only in the case of dispositions after
that date.

Section 29— Prepaid income from newspaper and pervodical subscriptions

Publishers of newspapers, magazines and other periodicals cus-
tomarily make significant portions of their sales on a subscription
basis; that is, the purchaser pays for a series of periodicals in advance
and the publisher undertakes the responsibility of supplying the
periodical at the stated periods of time, In the case of the publishers
representing the major portion of the subscription income, this
income is reported for tax purposes in the year in which the pub-
lisher is required to issue the periodical to which the income relates.
In 1940 the Treasury Department officially sanctioned (in I. T.
3309, C. B. 1940-1, £6) this method of reporting subscription in-
come in the case of the publishers of periodicals on an accrual basis
who had over a period of years consistently followed the practice of
reporting periodical subscriptions as income for the year of the sub-
soription period rather than as income for the year of receipt. The
Treasury Department has indicated that it permitted publishers who
had consistently reported on this basis to continue to do so because to
do otherwise would have resulted in a distortion of income, or would
have resulted in double reporting in the same year, in one case 1
year’s subscription income based upon receipts and in the other case
1 year’s subscription income based upon the liability to provide the
periodical. However, the Treasury apparently concluded that with-
out express statutory sanction, it could not permit new publishers to
spread subscription income over the period of the subscription, nor
could it permit existing publishers to change over to this method of
reporting subscription income.
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In this connection it should be noted that the Court of Appeals of
the Tenth Circuit in its decision in the Beacon Publishing Co. case
(January 3, 1955) did not agree with the position of the Treasury
Department. In that decision the court held that the deferment
of prepaid subscription income was a proper method of accounting for
a taxpayer on the accrual basis. In that case the taxpayer, prior to
1943, had reported prepaid newspaper subscriptions as income-for
the year in which received. In 1944 the newspaper changed its
method of reporting this income and instead reported its subseription
income in the year to which the subscription related: The court held
that the taxpayer’s action was proper under the accrual method of
accounting, ' '

Moreover, your committee in 1955 in a report relating to this
general subject matter stated: o

It has come to your committee’s attention that the vast
majority of publishing concerns having prepaid income are
already deferring their income with Treasury approval, It
is recommended to the Treasury Department that it modify
its published ruling to the end that the remaining publishers
may be entitled to defer prepaid subsecription income so that
they may be placed upon a fair and equitable basis.

As indicated in its statement in 1955, your committee believes
that it is unfair and discriminatory to permit the majority of pub-
lishers to defer the reporting of subscription income until the year of
the subscription yet deny this treatment to publishers accounting for
a minority of the puyblishing business. This appears part,icufa,rly
unfortunate in that the more favorable treatment presently is denied
new publishers, adding to their already difficult problem of competing
with well-established companies. In view of this, your committee
has added a section to the House bill permitting prepaid subseription
income to be accounted for in the year of the issue of the periodical
to which it relates rather than in the year of the receipt of the income.

The section added to the code by your committee’s action (sec. 455)
provides that prepaid subscription income is to be included in the
income of the publisher in the year in which he is required to furnish
or deliver the newspaper, magazine, or other periodical. Prepaid
subscription income for this purpose means any amount (includible
in gross income) which is received in connection with, and is directly
attributable to, a liability to supply a periodical extending beyond the
year in which the amount is received and which is income from the
subscription to a newspaper, magazine, or other periodical.

This deferral of the mncome to the year of the subscription is to be
available only if the publisher so elects. T'his election may be made
separately with respect to cach trade or business but it cannot be made
for one where the cash receipts and disbursement method of accounting
isused. The clection applies to all prepaid subscription income arising
in a trade or business except that the publisher need not defer income
beyond the current year where the liability to supply a subscription
does not extend beyond 12 months, A taxpayer can make this
clection at any time if he obtains the consent of the Treasury Depart-
ment, However, without the consent of the Treasury he may make
this election only in his first year beginning after December 31, 1957,

28508—58-——4
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in which he receives prepaid subscription income in the trade or busi-
ness involved. This election once made is effective not only for the
current taxable year but also for all subsequent taxable years unless
the consent of the Treasury Department is obtained to a revocation of
this election.

The provision added by your committee provides that where for any
reason the taxpayer’s lia%' ity to supply the periodicals ends or where
the taxpayer dies or, in the case of taxpayers other than individuals,
where the taxpayer. ceases to exist, any prepaid subscription income
not previously reported at the time the liability ends or the taxpayer
dies or ceases to exist, is to be reperted in that last year.

The provision added by your committee also contains a subsection
specifically providing that publishers who have in prior years reported
prepaid subscription income under an established and consistent
method or practice of accounting for this incothe may continue to
report the income in the same manner in the future. {t also should
be made clear that this new section in no way effects the righi, of
taxpayers to deduct circulation expenditures m the year in which
these expendituires are paid or accrued, as provided i section 173
of the code. The expenses that account for most of the subscription
income are generally incurred at approximately the time the sub-
scriptions are fulfilled. These costs include printing, paper, mainte-
nance of a subscription list, mailing, and postage. Circulation
expenditures, on the other hand, generally are keyed into advertising
income received at approximately the same time these expenditures
are made. As a result, your committee believes it is proper to defer
prepaid subscription income, since the expenses related to this income
are largely incurred when the periodical is published, while deducting
circulation expenditures currently, since these expenditures are
related to the advertising rates which currently are being charged.

This provision is made effective with respect to taxable years be-
ginning after December 31, 1957,

It is anticipated that this provision will result in a loss of revenue
but it is believed that this amount will be relatively small due to the
fact that this is a nonrecurring loss and also due to the fact that
most prepaid subscription income already is deferred until the year
of the subscription.

Sectron 30.—Adjustments required by changes in method of accounting

Generally, under the 1939 Code taxpayers who requested permis-
sion to change their method of accounting were required to make
certain adjustments, in the year of change, to prevent income or
expenses from being included or deducted more than once, or to pre-
vent their omission entirely. However, where the Internai Revenue
Service had required taxpayers to change their method of accounting,
the courts usually did not require these adjustments to be made.
Where such changes were voluntary and the adjustments were made,
the “bunching” of income which occurred in the taxable year of change
frequently resulted in an especially heavy tax burden.

Section 481 of the 1954 Code for the first time provided statutory
rules with respect to these adjustments. This section requires these
adjustments to be made in full to the extent that they are attributable
to 1954 or a subsequent year. However, no adjustments are required
zx_"hilch are attributable to years before the application of the 1954
Jode.
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Section 446 of the 1954 Code provides that taxable income is to be
computed under the method of accounting on the basis of which the
taxpayer regularly computes his income in keeping his books, An
exception to this rule provides that if the method used does not clearly
reflect income, the computation of taxable income is to be made under
such method as, in the opinion of the Secretary or his delegate, does -
clearly reflect income. Subsection (e) of the same section provides
that except as otherwise expressly provided in chapter 1 a taxpayer
who changes the method of accounting on the basis of which he regu-
larly computes his income in keeping his books shall, before com-
puting his taxable income under the new method, secure the consent
of the Secretary or his delegate. _

The House report suggests that there is no reason why the pre-1954
Code year adjustments should not be made, when taxpayers, of their -
own volition, have changed their method of accounting. It points
out that this was, in fact, generally the practice under the 1939 Code.
However, the need to prevent the “bunching” of taxable income in
these cases was recognized. In this connection, the House report also
pointed out that under the 1939 Code the administrative practice
was to permit the spreading of some adjustments over a long period
of time.

Your committee agrees with the House that pre-1954 Code year
adjustments should be made where taxpayers of their own accord
changed their method of accounting.. For that reason, it has accepted
the basic features of the House provision. Because of problems
presented in the case of taxpayers who have already changed their
method of accounting, however, your committee has made several
amendments designed to ease the transition from the 1954 Code
provision to the new provision set forth in the House bill. In addition,
1t has made two relatively minor amendments of a more permanent
nature to the House provision. }

(@) Permanent features.—Neither the House bill nor your com-
mittee’s amendments affect present law with respect to pre-1954
adjustments where the change in method of accountinﬁ is not 1nitiated
by the taxpayer. Where the change is initiated by the taxpayer, the
adjustments, to the extent attributable to years before 1954, must
be made in computing taxable income. Where the adjustment
results in an increase in income of the taxpayer of more than $3,000,
both versions of the bill provide that the adjustment is to be spread
over a period of up to 10 years. However, where the adjustment
arising from the change initiated by the taxpayer results in either a
smaller increase in income or a decrease in income, the entire adjust-
ment is to be taken into account in the year of the change in method
of computing the income. Your committee does not expect that a
taxpayer wilf be denied the right to make any such change merely on
the grounds that the change will result in a negative adjustment.

Cﬁanges in methods of accounting initiated by the taxpayer
include & change in method of accounting which he originates, by
requesting permission of the Commissioner to change, and, also, cases
where a taxpayer shifts from one method of accounting to another
without the Commissioner’s permission, A change in the taxpayer’s
method of accounting required by a revenue agent upon examination
of the taxpayer’s return would not, however, be considered as initiated
by the taxpayer.
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The amount which is to be eligible for the new spread provision
under both the House bill and your committee’s version is the extent
of any net amount of adjustment which would have been required
had the taxpayer changed his method of accounting in his first 1954
Code year, but only if it is of sufficient size so that it would increase
taxable income by more than $3,000. The words “net amount of the
adjustments” refer to a consolidation of adjustments (both plus and
minus) arising with respect to balances in various accounts (such as
inventory, accounts receivable, and accounts payable) at the beginning
of the taxable year in guestion, whether or not the same accounts
require adjustment, or whether the same items or class of items with
respect to which adjustments would have to be made in 1954 continue
to exist, at the time the actual change in method of accounting occurs;
only the net dollar balance is to be examined for this purpose.

The House bill provided that the net amount of any adjustment
resulting in an increase in income of more than $3,000 and attributable
to pre-1954 Code years was to be taken into account ratably in the
year of change and the 9 succeeding years only if the taxpayer was
engaged in the same trade or business for 9 years prior to 1954, Under
the House bill, where & taxpayer was engaged in the same trade or busi-
ness for a shorter period of time prior to 1954, the spreading forward
of the net adjustment was limited to the shorter period of time. Your
committee has amended the bill, however, to provide that the 10-year
spread for pre-1954 Code adjustments resulting in an increase in in-

_come of more than $3,000 is to be available whether or not the tax-
payer had been in the same trade or business for 9 years prior to 1954,
Your committee saw no reason of adding the complication of the
House provision differentiating between taxpayers -depending upon
how long they had been in business before 1954.

In both the House bill and in your committee’s version this 10-year
eread for net adjustments resulting in an increase in income of more
than $3,000 is cut off where the taxpayer’s status changes. Thus,
in the following cases the portion of any adjustment not previously
taken into account under the new spread procedure is to be taken into
account as follows: (1) By an individual in the year in which he dies
or ceases to engage in a trade or business, (2) in the case of a partner-
ship in the year the partnership terminates or the entire interest of
the partner 1s transferred or liquidated, and (3) in the case of a corpo-
ration in the year in which it ceases to engage in a trade or business
unless the assets of the corporation are acquired by another corporation
in an acquisition to which section 381 applies. If section 381 applies, a
new paragraph (21) in subsection (c¢) of that section provides that
the acquiring corporation is to take these pre-1954 adjustments into
account to the extent they have not been taken into account by the
distributor or transferor corporation in the same manner as they
would have been taken into account by that corporation.

The 10-year spreading of pre-1954 adjustments is to be available
under the House and your committee’s bi{l only in the case of changes
in mothods of accounting made in taxable years beginning before
January 1, 1964. In the case of changes in methods of account-
ing made after that time, pre-1954 adjustments where the changes
in method of accounting are initiated by the taxpayer, will be subject
to the same rules as apply in the case of adjustments attributable to
1954 and subscequent years.
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Your committee has also made a clarifying amendment to the House
bill applicable to the situation where a taxpayer has initiated a change
in method of accounting and the statute of limitations has expired
with respect to the year of change or any subsequent year. For
example, if the period has run as to the year of change, but not as to
any subsequent year, the 10-year spread rule is applicable although
the taxpayer will not be required to pay a tax with respect to the one-
tenth of the adjustment attributable to the year of change. He will,
however, be required to take into account the remaining nine-tenths of
the adjustment which is spread to the 9 succeeding years. This is
made clear by Kour committee by adding a sentence in the provision
providing for the 10-year spread, indicating that the spread forward
to the 9 succeeding taxable years is to be taken into account whether

or not for the year of change or any of such 9 following taxable years

assessment of tax is prevented by operation of any law or rule of law.
This sentence is also applicable to the provision described below which
in certain cases permits the spread forward to begin in 1958. The in-
tent of this provision is to make it clear, especialify in the case of past
years which may be closed (such as 1954), that even though the period
of limitations has expired with respect to that year, nevertheless the
adjustment required to be taken into account in succeeding taxable
years, attributable to a change in method of accounting made in the
closed year, still is required to be taken into account. This will pre-
vent taxpayers from avoiding the adjustments with respect to open
years by the circumstance that the change in method of accounting
occurred in what is now a closed year. .
In addition to making the 10-year spread of pre-1954 Code adjust-
ments a uniform 10 years for all taxpayers having positive adjustments
of more than $3,000, your committee has also made another change
which is of & permanent nature. The House bill would make this 10-
year spread rule the exclusive rule for pre-1954 adjustments of more
than $3,000. The effect of this with respect to this pre-19564 adjust-
ment is to deny taxpayers the usc of possible alternatives provided
by present law. One alternative under existing law (sec. 481 (b) (1))
provides that the tax attributable to the adjustment is not to be
greater than the total increase in taxes which would have resulted with
respect to the adjustment if one-third of this increase had been included
in the year of the change and in each of the 2 prior years. This is avail-
able if the method of accounting trom which the taxpayer changed was
the method used in these 2 prior years and if the adjustment results in
an increase of income of more than $3,000. Another alternative under
existing law (sec. 481 (b) (2)) provides that the tax attributable to the
adjustment is not to be greater than the increase in taxes which would
have resulted if the adjustment were spread back over one or more con-
secutive prior years to which the adjustment would be properly
attributable if tﬁne taxpayer in those prior years had been on his new
method of accounting. This alternative is available to a taxpayer to
the extent that he can establish in prior consecutive years what his
taxable income would have been under his new method of accounting.
As under the other alternative, this is available only where there is
an increase in income of more than $3,000. Your committee sees no
reason why, in providing the 10-year spread rule, taxpayers changing
their method of accounting should be deprived of these alternative
rules under existing law. Therefore, it has amended the House bill
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to make these alternatives available with respect to pre-1954 adjust-
ments. It should be clear, however, that where these alternatives
are used the adjustment, as limited under either of these alternatives,
is fully includibie in tho taxable year of change; and therefore, that no
spread forward to the 9 succeeding years is permitted where either of
these alternatives is availed of. %’our committee’s amendment pro-
vides, however, that the election to use either of these alternatives
in the case of the pre-1954 adjustments is to be available only if the
taxpayer consents in writing to the assessment of any deficiency
for the year of change to the extent attributable to the adjustment
even though the period of limitations may have run (or the year of
change is otherwise closed) with respect to this year. The period in
which this assessment can be made is to be agreed upon with the
Sacretary or his delegate.

(0) Transitional features.—In general, the House provision is applic-
able with respect to changes in methods of accounting where the tax-
able year of the change is a year beginning after December 31, 1953,
and ending after August 16, 1954, the general effective date of the
income taxes of the 1954 Code. Your committee has accepted this
general effective date.

The House bill, however, provided two exceptions to the general
effective date referred to above. One exception is made where the
t&xqayer, before the date of enactment of this bill, has already
applied for a change in method of accounting in the manner provided
by regulations and the taxpaﬁer and the Treasury Department have
reached an agreement as to the terms and conditions for making the
change. Your committee has accepted this transitional rule. It agrees
with the House that if there are any changes in methods of accounting
which have already been specifically allowed, these should not be upset
by this new provision, -

The House bill also provides another special transitional rule appli-
cable to cases in which a change from the cash to the accrual method
of accounting has been made 1n returns filed on behalf of decedents
by executors or administrators of decedents’ estates on or after the
dato of enactment of the 1954 Code and prior to November 7, 1956,
if the change was made because the decedent’s business involved the
use of inventories. In such cases, the change of accounting method
is to be recognized and a transitional adjustment in computing tax-
able income 18 to be required. Howover, the tax attributable to this
adjustment is to be limited (if the net amount of the adjustment
would increase the decedent’s taxable income by more than $3,000)
to the tax which would have been paynble on the cash method of
accounting for the years for which the executor or administrator filed
returns on behalf of the decedent. Moreover, a special tax computa-
tion is to be applied to such adjustments. The tax is computed in
such a manner that the applicable rates are those applicable to incomes
of one-tenth of the income in the years in question. Your committee
has retained this provision of the House bill but in accord with its
general practice has advanced the November 7, 1956, date to January
1, 1958.

Testimony before your committee has suggested that the primary
concern with the proposed revision of section 481 has been with its
application to those cases where taxpayers have already changed their
method of accounting in some year from 1954 up to 1958. In some
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cases taxpayers have made these changes without obtaining the con-
sent of the Treasury Department. Moreover, they have made these
changes on the assumption that no adjustment need bo made to the
extent it is attributable to periods prior to 1954, Since this provision
makes a change in this respect and does require an adjustment with
respect to the period prior to 1954 in the case of changes in methods
of accounting made in 1954 and subsequent years, your committee
believes that taxpayers who made changes on the assumption that
no such adjustment would have to be made should now have an
opportunity to review this decision in light of the changed require-
ments provided by this bill. Therefore, your committee has added
a provision to the House bill providing that taxpayers who, of their
own choice, changed from one method to another method of account-
ing in computing their income for any taxable year to which the 1954
Code is applicab%e, if such year ended before the date of enactment of
this provision, are to have an election to recompute their taxable
income for this year (or these years) under their prior method of
accounting. For purposes of this provision permitting taxpayers to
revert to their former method of accounting, the statute of limitations
is opened, or is kept open, by your committee’s amendments for 1 year
after the election is made. The election may be made at any time
within 6 months after the date of enactment of thisbill. The statute
is opened, or is kept open, for this purpose both to permit assessment
of any deficiency and to permit a refund or credit of any overpayment.

A second transitional rule provided by your committee’s amend-
ments would permit taxpayers who made changes in their method of
accounting in 1957 or in a prior year to which the 1954 Code is ap-
plicable, to begin the 10-year spreadforward provided by both the
House and your committee’s version of the bill, to begin in 1958 and
extend forward for the 9 succeeding taxable years. This will be
available not only to those who may have changed their method of
accounting without the consent of the Treasury Department during
this period, but also to those who have a request to change methods
of accounting in one of these prior years now pending before the
Treasury Department, and such request is allowed. This amendment
will provide relief in that, although it requires the adjustment to be
made with respect to changes made or to be made in these prior years,
it permits the tax consequences to be spread over the current and
future years. Thus, these taxpayers will be given more time to adjust
their financial affairs to take account of any additional tax liability
involved in making the adjustment with respect to the pre-1954 Code
years,

(c) Revenue effect.—-This provision is expected to result in a sub-
stantial saving in revenue over the long run.

Section 31—Denial of exemption to organizations engaged in prohibited
transactions

Section 503 (¢) (1) of the 1954 Code provides that an cxemi)t organi-
zation has engaged in a “prohibited transaction” when it “lends any
part of its income or corpus, without the receipt of adequate security
* * * 0 the creator of such organization.,”” The effect of engaging
in a prohibited transaciion is to take away the tax-exempt status of
the organization in the year following notification by the Secretary or
his delegate. Although the prohibited transaction provisions were in
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the 1939 Code, it was not until the adoption of the 1954 Code that
these provisions were made applicable to pension trusts.

The regulations under section 503 (c¢) of the 1954 Code define the
term ‘“‘adequate security’” as meaning something “in addition to’” and
‘“‘supporting” a promise to pay (regulations, sec. 1.503 (¢)-1 (b)).
This prevents investment in debentures of an employer corporation
by its employees’ pension or profit-sharing trust unless the bonds are
secured by a mortgage or other collateral.

(a) Purchases of debentures, etc., at fair market prices.—Heretofore
a traditional type of investment for pension funds has been the pur-
chase of unsecured bonds of the employer corporation. The House
report suggested that generally in such cases it is not necessary to
require collateral as long as the price paid is at least equal to that
which an independent part wouﬁl pay. Where bonds are acquired
at the same or more favorable prices than is true in the case of trans-
actions between independent parties, the House saw no reason to
distinguish between the bonds of the employer and bonds of other
persons. It was suggested that such a distinction was particularly
inappropriate in view of the fact that under present law -nothing
prevents the investment of the pension trust funds in common stocks
of the employer. In addition, it was reported that certain companies
follow a practice of offering debentures to their pension funds at prices
which are more favorable than the prices offered to the public. In
such cases the House saw no reason to deny the pension trusts this
especially favorable form of investment. Your committee is in full
accord with the reasoning of the House report on this point.

Accordingly, your committee concurs with the addition of a new
subsection to section 503 providing that a pension trust can, where
certain conditions are met, invest in the bonds (debentures, notes,
certificates, or other evidences of indebtedness) of the employer
corporation,

Your committee does not, however, agree with one of the conditions
which yunder the House bill must be met in order for the purchase of
indebtedness of the employer corporation by its employee pension
trust to be considered as not a prohibited transaction. The condition
referred to is the requirement in the House bill of the so-called negative
pledge clause. The House provision provided that obligations would
qualify under this provision (where they were acquired after November
8, 1956) only if they were issued under an agreement which provides
that if the employer subsequently mortgages substantially all of its
property, the obligations in question will be given a preference no less
favorable than that afforded other obligations, Testimony before
your committee indicated that due to either traditional or required
mortgaging arrangements, a significant portion of industry would be
unable to secure subordination of existing financing to comply with
this qualification, In view of this, and the fact that the other three
conditions required under the House bill guaranteed that the price at
which the obligation is acquired will be no less favorable to the trust
than to independent purc{msers, your committee believed that this
negative pledge clause representéd an unnecessary complication,
Therefore, it has eliminated this condition of the House bill.

The remaining three conditions set forth in the House bill are
retained by your committee’s action, Ifirst, one of the following
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conditions must be met. to show that the obligation was acquired in
the equivalent of an arm’s length transaction:

(1) The obligation must be acquired on the market at the price
offered on a national securities exchange or on the over-the-
counter market at terms not less favorable than the offering price
for the obligation (as established by current bid and ask prices
quoted by those independent of the employer);

(2) The obligation must be acquired from an underwriter at a
price not in excess of the public offering price at which a sub-
stantial portion of the issue is acquired by persons independent
of the employer; or

(3) The obligation must be acquired directly from the employer
at a price not %ess favorable than the price paid currently for a
substantial portion of the same issue by persons independent of
the employer.

Second, following the purchase of the obligations, the pension trust
may not own more than 25 percent of any one issue and at least 50
- percent of the issue must be held by persons independent of the
employer. '

hird, not more than 25 percent of the total assets of the pension
fund may be invested in bonds or other obligations of the creator of
the trust (and certain other specified persons).

Under both the House bill and your committee’s action this provi-
sion is effective for taxable years ending after March 15, 1956.

(b) Rules with respect to employers prohibited from pledging certain
assets.—Your committee has added a new provision to the section
of the House bill relating to prohibited transactions, due in part to the
fact that the House version applies moainly to corporations. This

rovision relates to situations where the employer 1s prohibited by

ederal law or regulation from pledging as security for a loan certain
classes of his assets which represent more than half of the value of all
of his assets. In such cases where certain other conditions are also
met, the “adequate security’’ test of present law is to be inapplicable.
The effect of this, as in the case of the provision described above, is to
provide that a loan from a pension trust qualifying under this pro-
vision to its employer will not be classified as a prohi%ited transaction.
As a result, such loans will not lead to the denial of income tax exemp-
tion to the exempt pension trust in such cases.

Except for minor technical changes, this provision is substantially
the same as was provided in H, R. 9049, which was passed by the
House last year and referred to your committee. Your committeo
delayed action on this bill, however, so that it would be possible to
consider its relationship with the provision in this bill discussed above.

This provision is concerned with a problem presently faced by unin-
corporated stock brokerage firms. As a result of the adequate security
test in the prohibited transaction provision of existing law, these
firms are finding it difficult to borrow funds from their employees’
pension, profit-sharing, and stock bonus trusts, even though this is
advantageous to the employces’ trusts. The stock brokerage firms
are having difficulty in meeting the “adequate security’’ test because
section 8 (a) of the Security Exchange Act of 1934 and section 5 (a)
of the Federal Reserve Board regulation T prohibit brokerage firms
from pledging any of their registered sccurities (or the balances owed
them by their customers) as collateral for employee trust loans or
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for any other loans, except bank loans or loans from other brokers.
In many cases the assets of the brokerage firms consist almost entirely
o{ gssets falling within these categories which they cannot generally
pledge.

The making of thess loans is of primary benefit to the employee
trusts since the loans are made on very favorable terms. Usually,
they provide not only for some minimum rate of interest but also
contain a profit-sharing feature. As a result the employee trusts have
been receiving a higher rate of return on these loans than they received
on their investments generally.

The present situation also discriminates against employce trusts of
unincorporated brokerage firms. 'T'he prohibited transaction pro-
visions do not prevent a brokerage firm operating as a corporation from
issuing stock to its employee trust and as a result employee trusts
created by these corporate brokerage firms, presently, are in & more
advantageous position than the employee trusts of the unincorporated
firms. ‘

The Internal Revenue Service (Rev, Proc. 56-33, October 15, 1956)
has indicated that the ‘“adequate security’’ test can be met by ob-
taining a surety bond to cover the loan. However, the cost of such a
bond has proved to be substantial and as a result brokerage firms
meeting the “adequate security’” test in this manmner must incur
sizable additional costs or the employee irusts will receive a much
lower rate of return with respect to these investments.

For the reasons indicated above, your committec a8 added a new
subsection to the House bill permitting loans to be made by employee
pension trusts to the employer firms without having the loans classified
as prohibited transactions on the grounds that they do not meet the
adequate security test if the loan bears a reasonable rate of interest
and the three conditions set forth below are met. -

First, in order to qualify, under this exception the employer must bo
prohibited by law 0} the United States or by Federal regulation from
directly or indirectly pledging as security for a loan from one of these
employee trusts, classes of its assets which represent more than half
the value of all of its assets.

Second, the making or renewal of the loen must be approved in
writing by a trustee of the employee trust who is independent of the
emgloyer (or & majority of such trustees if thore is more than one)
as being a loan which is consistent with the exempt purposes of the
trust, Also, no other such independent trustes (or a majority of
such trustces where there is more than one) may previously have
rofused to approve the making or renewal of the loan,

Third, the amount loaned by the employee trust to the employer
without the receipt of adequate security must not represent more than
26 percent of the value of all of the assets of the trust.

This provision is to apply with respect to taxable years ending after
the date of enactment of this bill but only with respect to periods
after that date. As a result, the fuct that a loan qualified after the
date of enactment of this bill would not qualify such a loan with
respect to any carlier period.

Es) Announcements of Internal Revenue Service prior lo enactment of
bill.—Both the House bill and your committee’s action provide that
the changes made in section 31 (a) of this bill with respect to the pro-
hibited transaction provision insofar as they relate to the adequate



TECHNICAL AMENDMENTS ACT OF 1958 53

security test are not to be construed as making any transaction a
prohibited transaction which, as a result of announcements made by
the Internal Revenue Service with respect to this provision before the
enactment of this bill, would not constitute a prohibited transaction.
In an announcement made June 6, 1957, the Treasury Department
stated that the definition of “adequate security” under section 503
(¢) (1) in the proposed regulations would not be applied until June 30,
1958, for debentures purchased prior to November 9, 1956, unless
legislation passed by Congress provides otherwise. On May 22, 1958,
the Treasury announced that it was further postponing the application
of this definition until March 15, 1959, or until the 90th day after
enactment of legislation relating to the adequate security test, which-
ever is earlier. _

Section 82—Certain leases by medical research organizations

Present law (sec. 514) provides that in the case of educational,
charitable, and certain other tax-exempt organizations, the proceeds
from certain so-called business leases are to be subject to tax although
the receipt of rent, usually, is not taxed to these organizations. The
exception to the general rule as to rental income received by one of
these exempt organizations applies where there is indebtedness out-
standing with respect to the leased property, or, in other words, where
the tax-exenmpt organization is in effect purchasing the property with
the rental income. In such cases, Congress has generally taxed the
receipt of rental income because of the belief that in such cases the
exempt organizations were in effect using their tax exemption to ac-
quire the property. It has been recognized, however, that where the
leased property (although subject to indebtedness) is used for & pur-
pose which is related to the functions of the tax-exempt organization,
the motive of obtaining special tax exemption is not likely to be
present., As a result, Congress has provided that these business leases
are to be taxable only where the operations of the lessee are unrelated
to those of the exempt organization,

The attention of your committec has been called to situations
where the Internal Revenue Service has defined “related’” leases for
purposes of this provision in what your committee believes is too nar-
row a manner. The specific problem presented to your committee
was that of a medical research foundation which leases a substantial
portion of the building which it owns, and in which it is located, to a
clinic of doctors, In this case it is understood that the clinic’s patients
are vital to the foundation’s research work in that they provide case
histories and opportunities for testing and checking thoories devel-
oped by the foundation. In fact, it is understood that many of the
foundation’s research projects could not be carried on without a
readily available group of patients, and that several of these projects
weoroe first initiatod as a result of the observation of the conditions of
clinic patients, In addition, the clinic doctors provide a readily
available reservoir of oxperivnce and information for use in the founda-~
tion’s research and the clinie’s doctors customarily donate their serv-
icos in carrying out many of ths foundation’s vesearch projects,

In view of your committee’s comment in its report on this provision
in the Revenue Act of 1950, when this provision was first adoytod,
your committee believes that the term “related,” for purposes of this
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business lease provision, should include the type of case referred to
above. In that report your commitice said:

“Related’” is defined in a similar fashion as in the case of
o related trade or business and is, for example, intended to
exclude from the application of this tax leases by tax-exempt
hospitals of part of the hospitals to doctors’ associations to
use as clinics, It is believed that leases of this type are en-
tered into primarily to further the purpose of the exempt or-
ganization rather than to make special benefits from tax
exemptions,

Your committee believes that the case cited above is related in a
similar manner to the example given of the hospitals and the doctors’
clinics. Moreover, it believes that, usually, leases entered into by
medical foundations with doctors’ clinics are primarily to further the
stated purpose of the exempt organization rather than to gain special
benefits from tax exemption.

As a result, your committee has added a sentence to the special
rules applicable in defining a business lease. This sentence provides
that a lease to a medical clinic by a medical research foundation of

remises adjoining those occupied by the scientific foundation, are to

e considered as ‘“‘related’’ if the clinic is used by the foundation for
research purposes by those making use of the clinic’s case histories
and by using the donated services of the clinic doctors.

This change is made without any inferences intended as to the tax
treatment accorded such leases prior to the effective date of this
provision,

This provision is made applicable to taxable years beginning after
December 31, 1957,

Section 88—-Corporation tmproperly accumulating surplus

This section is a provision of the House bill relating to the tax on
corporations improperly accumulating surplus. Your committee has
accepted the provision without change,

Subsection (a) eliminates the possibility of any carryover of chari-
table contributions above the 5-percent limit for purposes of the tax
on improperly accumulated surplus. Corporations, generally, are
allowed a deduction each year for charitable contributions, limited to
b percent of taxable income, A carryover to the 2 succeeding taxable
years of any oxcess is permitted, but again, subject in the succeeding
yoars to the 5-percent limitation. IHowever, in the case of corpora-
tions improperly accumulating carnings, in determining accumulated
taxable income for purposes of the additional penalty tax, the allow-
able deduction for c}mrimble contributions is not limited to § percent.

The bill makes it clear that in determining the aceumulated earn-
ings, these corporations may not deduct any carryover of charitable
contributions made in preceding years in excess of 5 percent of the
preceding year's income, :

Subsection (b) climinates the possibility of an excessive deduction,
with respeet to capital gains and taxes on capital gains in computing
the tax on improperly accumulated surplus.

In measuring the accumulated taxable income of corporations im-
properly accumulating earnings, a deduction is allowed for the excess
of net long-term capital gain for the taxable year over the net short-
term capital Joss for such year, This is to avoid imposing an addi-
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tional tax on the capital gain. In order to make the adjustment
accurate, however, it is necessary to offset against this deduction the
amount of tax attributable to the capital gain. This is necessary
because in determining accumulated taxable income a deduction 18
permitted for all taxes paid.

The bill makes it clear that in computing the tax attributable to
the capital gain--the tax effect of any capital loss carryover from a
prior year is not to bo excluded from consideration.

This section will apply to taxable years beginning after December
31, 1953, and ending after August 16, 1954.

Section, 34—Undistributed personal holding company income

Corporations generally may not deduct charitable contributions in
excess of b fercent of taxable income, In determining undistributed -
Fcrsona] holding company income for purposes of the tax on personal
10lding companies, however, the 20- and 30-percent limitations appli-
cable to individuals are substituted. The House bill makes it clear
that because of the liberal charitable contribution rule permitted in
determining undistributed personal holding company income for
purposes of the personal holding company tax the carryover of chari-
table contributions from a preceding year is not available. This
provision is made effective as of the gencral effective date of the
income taxes under 1954 Code. Your committee has accepted this
provision without change. ‘

Subsection (b) of this provision relates to net operatirg losses and
the determination of undistributed personal holding company income.
In computing undistributed personal holding company income, the
code (sec. 545 (b) (4)) provides for the allowance of a deduction for
the net operating loss for the preceding taxable year. Also, under the
code (sec. 545 (%) (3)), in computing undistributed personal holding
company income certain special deductions, such as the intercorporate
dividends received deduction, generally allowed corporations, are not
permitted. Subsecction (b) of the provision makes it clear that in
computing net operating loss from a preceding year for purposes of
undistributed personal holding company income, adjustment is also
to be made to exclnde the special deductions generally allowed cor-
porations (secs. 241-247).

The House bill would make this change applicable to net operating
loss deductions for years beginning after December 31, 1956. Your
committee has accepted this provision except that it has advanced
this date to Decomber 31, 1957,

Section 86— Foreign personal holding companies

Subsection. (a) of this provision makes it clear that becauso of the
liberal charitable contributions rule permitted in determining undis-
tributed foreign personal holding company income (the 20- or 30-
percent charitabloe contributions rule applicable to individuals) foreign
personal holding companies are not also to be entitled to a carryover
of charitable contributions from the preceding year. This provision
is applicable to taxable years beginning after Decomber 31, 1953, and
ending after August 16, 1964, Your committee has accepted this
ITouse provision without chango,

Subsection (b) of this provision (under see. 566 (b) (3)) disallows
a deduction by n foreign personal holding company for partially tax-
exempt interest, since (under sec., 551 (¢)) & United States shareholder
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is allowed a credit against taX for his share of partially tax-exempt
interest. If the corporation were also allowedp 8 deduction there
would be a duplication of benefits, The House bill would make
this change effective for taxable years ending after October 31, 1956.
Your committee has accepted the House provision but advanced the
effective date to taxable years ending after December 31, 1957,

In computing undistributed foreign personal holding company
income, present law (sec. 5656 (b) (4)) provides for the allowance of
a deduction for the net operating loss for the preceding taxable year,
Also, in computing undistributed foreign personal hof;ding company
income, present law (sec. 656 (b) (3)) (fﬁ_rovides that certain special
deductions, such as the intercorporate dividends received deduction,
generally allowed corporations (under secs. 241 to 247) are not to be
permitted. Subsection (¢) of this provision makes it clear that in
computing the net operating loss for a preceding year, adjustment is
also to be made to exclude these special deductions (provided by
secs, 241 to 247, inclusive), The House provision would make this
provision applicable to net operating loss deductions for taxable years
ending after October 31, 1956. Your committée has accepted this
provision but advanced the effective date to taxable years ending
after December 31, 1957.

Section 36— Bond, elc., losses of banks -~

Present law (sec. 582) provides that in the case of a bank, if the
logses from sales or exchanges of bonds, debentures, notes or certifi-
cates, etc., with interest coupons or in registered form, exceed the
Fains of the taxable year from such sales or exchanges, ordinar
o0ss treatment rather than capital loss treatment is to be permitted.
The House bill amends present law (sec. 582 (c)) to delete the reference
to ““with interest coupons or in registered form.” This restores the
treatment under the 1939 Code so banks may not be denied ordinary
loss treatment with respect to retirements on mortgages and other
evidences of indebtedness issued by corporations or governmental
units without interest coupons and not in registered form. This section
is effective for taxable years beginning after December 31, 1953, and
ending after August 16, 1954, the genera! effective date of the income
taxes under the 1954 Code. Your cowunittee has accepted this
provision without change.

Section 37—-Depletion allowance tn the case -of esiates

This provision, which your committee has accepted without change,
corrects the misspelling of the word ‘‘deviseces” in section 611 (b) (4)
of the code relating to depletion allowances in the case of estates,
This provision is effective for taxable years beginning after December
31, 1953, and ending after August 16, 1954, the general effective date
of the income taxes under the 1954 Code.

Section 38-—Rate of percentage depletion for certain gold mined in the
United States -

At the present time the rate of percentage depletion for gold is
15 porcent. This section of the bill, which has been added by your
committee, incroases the rate of percentage deplotion for gold to 23
porcent if it is extracted from deposits in the United States. However,
this higher rate of percentage depletion is limited to those cases in
which gold ore is the principal product of the taxpayer. This latter
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limitation is designed to prevent the benefit of this increase in per-
centago depletion sor gold from going to those whose principal business
is the extraction of some other mineral and who extract gold only as a
byproduct. '

our committee believes that increasing the percentage depletion
rate for Fold, subject to the limitations described above, is desirable to
place gold %roduction on an equal basis with the large number of other
minerals where the rate of percentage depletion is 23 percent. Cur-
rently receiving percentage depletion at a 23-percent rate when
extracted from deposits in the United States are such metals as lead,
zine, tungsten, antimony, platinum, and many others.

Your committee believes that this higher rate of percentage deple-
tion for gold is also desirable as an incentive to keep alive the mining
in the United States of a metal of such importance as gold. Testi-
mony before your committee has indicated, moreover, tﬁgt the gold-
mining industry today is operating under especially unfavorable con-
ditions., The fprice of gold was fixed at $35 an ounce in 1934. As a
result, most of the gold mines in the country have been closed. An

“incentive, therefore, is needed not only to encourage the mining of
knOWﬁ deposits but also to stimulate exploration for new deposits
as well,

Your committee limited the benefit of the higher percentage deple-
tion rate for gold to those cases where gold is the principal product of
the taxpayer becsuse it was felt that where gold is a byproduct, a tax
incentive would not result in increased production. Thus, to allow
the increased percentage depletion for gold in such cases would
constitute & windfall gain. -

This increase in the percentage depletion rate for gold is made
effective with respect to taxable years beginning after December 31,
1957.

This provision is not expected to have any significant result on
revenues-in the near future.

Section 39— Percentage depletion rates for certain tazable years ending in
1964

The 19564 Code percentage-depletion rates were made effective
January 1, 1964, for calendar year taxpayers. In the case of fiscal
year taxpayers, however, the 1954 Code percentage-depletion rates
were made available only in case of fiscal years beginning after
December 31, 1953, and ending after August 16, 19564,

The House bill amends the code (sec. 613) to allow a taxpayer on
a fiscal year basis to elott to apply the percentage-depletion rates
specified in the 1954 Code to that portion of a fiscal year \1953—54
after December 31, 1953, It also makes this treatment available in
the case of short years beginning in 19564 and endinfq on or before
August 16, 1964, Your committeo has accepted the House provision
with only & minor technical change.

The House provision, to which your committee has agreed, is
desirable because it will equate the tax treatment of fiscal year and
calendar year taxpayers with respect to this transition period. More-
ovor, it is consistent with the policy previously adopted bK Congress
in connection with the percontage-deplotion rates established by the
Revenue Act of 1961,
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The provision will provide for the application of the 1939 Code
percentage-depletion rates for the part of the fiscal year (computed
on a daily basis) which falls in the calendar year 1953 and the 1954
Code rates for that part which falls in the calendar year 1954,

The section opens, or keeps open the statute of limitations for pur-
poses of this amendment for 6 months after the enactment of the bill
(but not if there has been a compromise, and under your committee’s
action, not if there has been a closing agreement). No interest is
to be paid on overpayments resulting {from this provision,

Thi: provision is expected to result in a onetime revenue loss of
approximately $1.5 million.

Section 40—Definition of property for purposes of the depletion allowance

The 1954 Code (sec. 614) defines property for purposes of computin
the percentage and cost depletion allowances in the case of minera
resources. This section permits a taxpayer owning interests in'mineral
resources to make one aggregation of part or all of his operating
mineral interests within an operating unit, and permits him to treat
this aggregation as one property. It also allows the taxpayer owning
nonoperating mineral interests in a single tract, or in contiguous
tracts, in hardship cases to treat these nonoperating interests as one

roperty. These combined interests are considered as one property
For purposes of computing depletion, gain or loss on sale, ete.

The House report indicates that the rule provided by the 1954 Code
was intended to liberalize the provisions of the 1939 Code with respect
to the definition of property. Some taxpayers have contended,
however, that the 1954 Code section has deprived them of rights
they previously had under the 1939 law, regulations, court decisions,
or practices. Since, under the 1954 Code, there was no intention to
remove any rights which taxpayers had, the House bill restored
such rights as taxpayers had under the 1939 Code. The House
bill accomplished this by adding a new subsection to the section
dealing with the definition of property to the effect that a taxpayer
could elect to treat any property as if the present 1954 Code definition
had not been enacted, and as if the 1939 Code rules still applied.
Thus, with respect to 1954 and subsequent years, a taxpayer was
given two choices: he could apply the 1954 Code rules in determining
what constituted a property within an operating unit, or he could
&pg}y the 1939 Code rules.

our committee is in agreement with the House that the action
taken by Congress in 19564 was intended to liberalize, rather than
restrict, the 1939 Code rules with respect to the definition of property.
However, insofar as operating mineral interests are concerned the rules
ns to what constituted a property under the 1939 Code regulations,
court decisions, -and practice were not well established. ﬁus, your
committee concluded that to give taxpayers the right to apply the 1939
Code rules in effect would simply assure extensive litigation. More-
over, it is not at all clear L}mt this would have ecstablished any
consistent set of rules for determining what constitutes the property.
Therefore, your comiittee has substituted specific rules to bo folllowcd
in determining what constitutes a property for 1968 and all subsequent
years, These rules for 19468 and subsequent years will be a substituto
not only for the 1939 Code rules, which the House bill would have
made available for such years, but also for the 1954 Cods rules which
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are available under present law. In addition, for the period from
1954 up to 1958, taxpayers will have their choice as to whether they
follow the rules set forth in the 19564 Code or the new 1958 rules,

The new rules referred to above are made available by your com-
mittee’s action only in the case of mineral interests extracted through
a mine (including sulfur extracted by the Frasch process) and do not
include oil and gas extracted through a well. In the case of oil and
gas, the rules followed under the 1939 Code were more explicit, and
there therefore does not seem to be the need for immediate action in -
redefining the pro?erty for purposes of oil and gas depletion. As a
result in the case of oil and gas your committee has accepted the House

rovision permittin tax;;:lyers for 1964 and subsequent years to choose
etween tll;e 1954 Code rules and the 1939 Code rules.

In the case of nonoperating mineral interests (including oil and gas
as well as other minerals) your committee has also provided a specific
rule. This rule, which is an exclusive rule, applies for 1958 and subse-

uent years or at the taxpayer’s election for 1954 and subsequent years,
n large part, however, this is the existing 1954 Code rule with certain
amendn:ants referred to in (e) below.

(a) 1968 aggregation rule for separate mineral interests.—Your com-
mittee’'s amendments permit a taxpayer (in the case of mineral
interests other than oil and gas wells) to aggregate all of the interests
in & mine, or all of the interests in two or more nines within an operat-
‘ing unit for purposes of determining what constitutes a property,
Those interests which are not aggregated in a mine, or in an aggrega-
tion consisting of two or more mines, remain as separate interests and
each constitutes a property. In mai{ing these aggregations, interests
can be aggregated whether or not they are in the same or contiguous
tracts, and the taxpayer can make more thau one aggregation in an
operating unit. However, any aggregation must include all of the
interests in a mine, including interests which subsequently become

part of that mine. In defining what constitutes an operating unit, or
a mine, your committee intends that the taxpayer’s determination is
to be accepted unless there is a clear and convincing basis for a change.

(b) 1968 rules permit breakup of single interest.—The 1958 rules per-
mit & taxpayer to break up a single interest, or tract containing 1
deposit into 2 or more properties so long as there is a mine on each
segment, Tho separate property on which the new mine is lo-
cated can then be aggregated with other properties according to the
rules set forth above, However, where 1 of these interests is broken
between 2 or more mines, the special application of exploration ex-
penses referred to below is not to be made in limiting allowable deple-
tion,

Onco an aggregation has been made of 2 or more interests, a porticn
of 1 of the aggregated intorests cannot be broken off and treated as
a separato property without the consent of the Secretary or his dele-
gate., Ordinarily separations will be permitted in cases such as the
following: Assume that a mine has been developed toward one end
of a propersy and that the taxpayer aggregates it with another tract
Whicﬁ he also owns, Subsequently ho develops another mine toward
the other end of the first tract, and desires to treat that mine as
a scparate property. It is contemplated that permission will be
granted to brea{c oﬁy and treat the new mine as a separate property in

28508—58—7F
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such cases unless under the particular circumstances tax avoidance is
the principal purposc for the separation.

(e) Llection as to application of 1968 rule.—As has already been in-
dicated under your committee’s action, taxpayers having mineral
intercsts, other than oil or gas wells, are required to make an election
under these new rules for 1958 and subsequent years. They also are
permitted to apply these same rules back to the general effective date
of the 1954 Code, namely, taxable years beginning after December 31,
1953, and ending after Xugust, 16, 1964. Alternatively, however, for
the period from. 1954 to 1958 taxpayers are permitted to follow: the
definition of property now in the 1954 Code.

In the case of the new aggregation rules, taxpayers who elect the
new treatment only for 1958 and subsequent years must make an
clection as to how they will aggregate their property for their first
taxable year beginning after December 31, 1957, or for the first year
in which they incur expenditures for the development or operation of
an interest after its. acquisition, whichever is later. If the taxpayer
elects to apply this new rule for 1954 and subsequent years the aggre-

ation under the new rule must be applied for the first year which

egins after December 31, 1953, and ends after August 16, 1954, or
the first year in which the taxpayer makes development or operational
expenditures with respect to an interest, whichever is later.

The clection to break up a single interest or tract having 1 deposit
into 2 or more propertics must be made according to the same rules
as those set forth above except that instead of applying when the'first
expenditures arc incurred for development or operation of the first
mine the second alternative as to tho election must be made when
developmontal or oporational expenditures arve first made for 2 or
more mines,

The clection as to an aggregation of interests or the break up of a
single interest, although made with respect to 1954 and subsequent
years or with respect to 1958 and subsequent years, in no case needs
to be made before the first of the month which begins more than 90
days after final regulations are issued on the definition of property.
The election as botween the 1954 Code rule and the 19568 1'11{9 for the
period from 1954 to 1958 can bo made separately by operating units,
That is, a taxpayer may eleet the 1958 rule with respect to one operat-
ing unit and for this period the 1954 Codo rule with respect to another
operating unit, but he cannot clect one of these rules with respect to one
part of an operating unit and the other rule with respect to the re-
mainder of the operating unit, Your committee’s action opens or
keeps open, the statute of limitations with respeet to assessments of
deficiencies or overpayments which may arise as a result of these
elections as to the definition of property for the period from 1954 {o
1958,

(d) Faxploration expenditures made prior to an aggregation of in-
terests.—A speeinl problem is presented by oxploration expenditures
which are incurred prior to Lllw aggregation of 2 or more interests
whers there already is a mine in operation on 1 of the tracts,  Without
any special rule the exploration expenditures made before the aggre-
gation, on the interest wheve there is no mine although themselves
deductible would not deerease the income from the property on which
the mine is located. Thus they could not result in any decrease in
the maximum percentage depletion allowable with respect to that



TECHNICAL AMENDMENTS ACT OF 1958 61

property. On the other hand, such a reduction would have occurred
had the two interests been aggregated duving the entire period in
question, As a result, your committec has provided that where
exploration expenditures are mado prior to the aggregation of two
or more interests they are to be taken into account in future years
after the aggregation has been made. This will be true, however,
only from January 1, 1958 on, unless the taxpayer elected to apply
the new rule back through 1954,

These expenditures are taken inte account for the future years by
first recomputing tho tax for the prior years, assuming that the in-
terests subsequently aggregated were at that time aggregated. If
after this recomputation iz made it is found that there 1s an increase
in tax liability, this excess is taken into account for years beginning
with the time the aggregation is made. This increase then is spread
forward evenly over the same number of years in which it would
have been incurred had the interesis been aggregated in the past.
Provision is also made where a taxpayer dies or ceases to exist to
take into account in this last year any of the increase not previously
accounted for.

(¢) Nonoperating mineral interests—In the case of nonoperating
mineral interests your committee’s amendment provides that 1
ageregation may be made of 2 or more separate interests, or tracts,
so long as these tracts are adjacent and a principal purpose of the
aggregation is not tax avoidance. Thus, your committee’s amend-
ment has substituted a tax avoidance rule for the “hardship” test of
existing law and also permits tracts to be aggregated where they are
“adjacent’’ rather than “contiguous.” By “adjacent” it is not meant
that the tracts may be separated only by a body of water, a highway,
ele. “nstead, it is meant that tho tracts must be in reasonably close
proximity to each cther.

Section 41— Investment companies furnishing capital to development
corporations ' ,

This section makes two technical corrections in the section of the
code (sce. 851 (e¢)) which is coneerned with the qualifications which
must be met by investment companies furnishing capital to develop-
ment corporations in order to obtain regulated investment company
treatment,

Under the 1939 Code o certification was required by the Securities
and Exchange Commission ‘“not more than 60 days” which in the
1954 Code was inadvertently changed to “not less than 60 days.”
The House provision, which your committee has accepted without
change, restores the effeet of the 1939 Code language.,

The House provision, which your committee accepted, also corrects
a Lypographical error by changing the word “‘issues’” to “issuer.”

']‘l\is provision is effective for taxable years beginning after Decems-
ber 31, 1953, and ending after August 16, 19564, the general effective
date of the income taxes under the 1954 Code.

Section 42— Treatment of dividends of regulated investment companies
whose assets consist mainly of State and local obligations
Mutual funds represent an opportunity for those whose investmont
funds are relatively limited to diversify their investments »nd obtain
expert investment counsel in much the same manner as larger investors
are able to do directly. So that persons who make their investmeonts
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through these mutual funds will not be burdened with heavier taxation
than those investing directly, Congress in the past has provided that
the mutual funds which qualify as “regulated investment companies’’
need not pay the corporate income tax on the income they receive if
it in turn is distributed to their stockholders (where 90 percent or
more of their income is distributed in this manner).

To a limited degree present law provides that income received from
a regulated investment company 18 in the hands of the stockholder
to retain the same character it had in the hands of the regulated
investment company, or the same character it would have had in the
hands of a person Investing his own funds directly in an operating
company. 'This “pass-through’ of the character of income, or conduit
principle, has already been accorded to regulated investment com-
pany income in the case of capital gains, Also, where interest income
represents more than 25 percent of the income of a regulated invest-
ment company, a distinction is made between dividend income and
interest (or other) income. Also, in the case of a regulated investment
company more than half of whose stock or securities represent invest-
ments in foreign corporations, the foreign tax credit is passed through
to the sharcholders. The conduit principle is not presently applied,
however, in the case of tax-exempt interest derived from State and
local government bonds. -

Your committee believes that it is desirable to permit investors to
pool their funds to invest in State and local government bonds in the
same manner as other forms of investment. Under present law,
since the conduit principle is not applied in this case, tax-exempt
bonds, however, represent a relatively unattractive investment for
regulated investment companies. At present, although this interest
from State and local government bonds is not taxable to the regulated
investment company, it loses its tax-free character when it is passed
through to the shareholder. As a result, individuals cannot today
invest part of their funds through a regulated investment company
in State and local government bonds and receive the same tax treat-
ment as investors who purchase the bonds directly.

Application of the conduit principle in the case of interest income
from State and local government bonds is desirable, not only to give
assurance of equal treatment of small and large investors but also as a
means of aiding State and local §overnmonb financing, This was in
fact the reason given by the President in his Economic%{e})ort for 1967
in favoring the application of conduit principle for regulated invest-
ment companies that hold their assets in State and local government
securitios, The statement made by the President in his Economic
Report is ss follows:

The expenditures of State and local governments are now
about half those of the Federal Government, and the recent
rate of increase has been considerably higher. ‘i*he principal
objects of this increased spending are schools, highways, and
the variety of community facilities required by population
increase and the rapid growth of suburban areas. In view
of the exceptionally hig%l demands for the labor, matoerials,
and equipment needed to carry out these projects, it is in-
evitab?e that not all of them can go forward as rapidly, or
on as large a scale, as may be desired. Financial consider-
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ations also may require some rescheduling of proposed proj-
ects, since State and local governments with large borrowing
requirements have already encountered heavy competing
demands in the capital markets. Some improvement in the
ability of these governmental units to finance their projects
would result from an amendment of the Internal Revenue
Code to extend the “conduit principle” to regulated invest-
ment companies that hold their assets in State and local
securities, The amendment, which would involve no loss
of revenue, would permit regulated investment companies
of this type to pass through to their stockholders the tax-
exempt status of the income received on State and local secu-
rities. The Congress is requested to enact legislation to -
accomplish this result.

Your committee has, therefore, amended the regulated investment
company provisions of present law to provide that where certain
conditions are met, State and local government bond interest is to
retain its tax-exempt character when passed through-to the stock-
holders of the regulated investment company. This treatment is to
be available, however, only where 90 percent of the value of the
assets of the regulated investment company represents cash and cash
items and obligations of State and local governmental units (that is,
obligations the interest on which is excludable from gross income
under sec. 103 (a) (1)). Also, to qualify for this ‘‘pass-through’ of
the tax-exempt character of State and local government bond interest,
this interest income must represent more than 95 percent offithe
company’s gross income (excluding capital gains and treating this
interest as if it were includible in gross income). Thus, a regulated
investment company, in order to pass through to its stockholders the
tax-exempt character of State and local government bond interest,
must have virtually all of its funds invested in such obligations. In
other respects, the requirements that must be met by one of these
special regulated investment companies are essentially the same as
are required of regulated investment companies generally, In this
case, also, 90 percent of the investment company income must be
distributed for the special treatment to be available (for this purpose,
tresiing the tax-exempt interest as if it were included in gross income)
and the shareholders must be informed in writing not later than 30
days after the close of their taxable year the amount of any tax-exempt
interest they aro deemed to have received,

This provision is to be effective with respect to taxable years
beginning after the date of enactment of this bill,

Section 43— Transactions in regulated investment company shares
around time of distributing capital gain dividends or tax-exempt
dividends

Under present law a regulated investment company is not taxed on

not long-term capital gains which it distributes. Instead, such a

dividend is taxe(} as a long-term capital gain to the stockholder.

Morcover, a regulated investment company which does not choose to

distributo capital gains, novertheless, may pay the tax and pass this

on as a credit to its shareholders, In such cases, the shareholder is
deemed to have received the capital-gain income (including the tax
paid by the company) but in computing his tax is given a credit for
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the tax paid by the regulated investment company. In both of
.these cases the gain taxed to the shareholder is considered to be a
long-term capital gain, whether or not the vegulated investmeont
company stock has been held for 6 months.

It has been reported that on occasion dealers in securities have pur-
chased re ulate({ investment company stock just before a capital-gain
dividend became payable, and then, immediately after the recoipt of
the dividend, sold the stock. In such cases the selling price of the
stock is usually less than the purchase price by approximately the
amount of the capital-gain dividend. If the dealer held such stock in
an inventory account, his loss on the sale of the stock would be
treated as an ordinary loss deductible against ordinary income. Tax-
payers other than dealers (or dealers as purchasers for their own
investment accounts) also can take advantage of this device. In
these cases the capital-gain dividend is a long-term capital gain and
the loss from the sale of the stock is a short-term capital loss which can
be offset against short-term capital gains on which the taxpayer would
otherwise De taxed as ordinary income,

The problem presented here is similar to that presented in the
case of ordinary dividends where the recipient is a corporation eligible
for the intercorporatoe dividends received deduction. As in the case
of that problem (dealt with in scc. 20), the House concluded that
taxpayers should not obtain such tax advantages merely by juggling
income among different types of income tax categories. Your com-
mittee concurs in this conclusion, -

The House bill dealt with this {)mblem by providing (in sec. 852
(b)) that where a taxpayer has held a share of regulated investment
company stock for no more than 30 days and either receives or is
decmed to receive a long-term capital gain dividend in that period,
any loss on the sale of the stock is to be treated as a long-term capital
loss to the extent of the long-term capital gain dividend received or
deemed to have been received.

Your.committee has accepted the House provision, but expanded
it to deal with a similar problem it believes would otherwise arise in
connection with section 42 of the bill, which, in certain cases, permits
tax-exempt Stato or municipal bond intorest reccived by a regulated
investment company to be passed through to its stockholders and still
retain its tax-exempt character, If no amendment were made, it
would be possible to buy regulated investment company stock of a
company speeializing in tax-exempt bond investments shortly before
a tax-exempt interest dividend became payable by the regulated invest-
ment company, Then, after receipt of the interest dividend, which
the stockholder would not need to include in his taxable income, he
could immediately sell the stock, and could normally expect to incur
a loss about equal to the oxempt interest dividend. Although the
income was not taxable, the loss for a dealer would be an ordinary
loss and fully deductible, or for other taxpayers would be a short-term
capital loss which would bo offset against cither short-term or long-term
capital gain,

To prevent the pass-through of tax-oxempt interest from being
used as a tax-nvoidance device of the typoe referred to above, your
committeo expanded this provision of the House bill so that, where
regulated investment company stock is held for not over 30 days and
in that period an exempt interest dividend becomes payable, then
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any loss on the sale of the stock is not to be recognized to the extent
of the exempt interest dividend.

The House bill would make this section applicable to taxable years
ending after November 7, 1956, but only with respect to stock acquired
after that date. Under your committee’s action, this provision is
made applicable to taxable years ending after December 31, 1957,
with.respect to stock acquired after that date,

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of the current
revenue gain cannot be made.

Section 44—Special method of taxation for real estate tnvestment trusts

Under present law individuals desiring to invest in stocks and
bonds can secure the benefits of stock diversification, even though
their funds are small, by buying shares of stock in investment com-
panies which in turn invest in stocks and securities of operating
companies, These companies which invest in stock and securities
are known as regulated investment companies if they meet certain
requirements as to asset diversification, capital structure and opera-
~tions. Such companijes if they distribute at least 90 percent of their
ordinary income are taxed only on their undistributed income,
Dividends paid by them gencrally are taxed in the usuzul manner to
shareholders, oxcept that dividends arising from capital gains realized
by the company receive capital gains treatment in the hands of the
recipient and dividends, which to an important degree are attributable
to interest or other nondividend income, are, to the extent of that
portion, not eligible for the dividends received credit, exclusion, or
deduction,

The omission of the corporate income tax in the case of distributed
earnings, which present law provides for regulated investment com-
panies, secures for investors in these companies essentially the same
tax treatment as they would have received if they had invested
directly in the operating companies. Your committee has added a
provision which extends this same type of tax treatment to real estate
trusts specializing in investments in real estate equities and mortgages
as distinct from the stock and security holdings of the regulated
investment companies, Thus, this secures for the trust beneficiaries
the same type of tax treatment they would receive if they held the
real estate equitics and mortgages directly and, therefore, equates
their treatment with that accorded investors in ordinary regulated
investment companies.

Your committee believes that the equality of tax treatment between
the beneficiaries of real estate trusts and the shareholders of regulated
investment companies is desirable since in both cases the methods of
investment constitute pooling arrangements whercby small investors
can sccure advantages normally available only to those with larger
resources. 'Theso advantages include the spreading of the risk of loss
by the greater diversification of investment which can be secured
through the pooling arrangements; tho opll)ortuuity to scceuroe the
benefits of expert investmont counsol; and the means of collectively
financing projects which the investors could not undertake singly.

In addition to providing equality of tax treatment between the trust
beneficiaries and the investment company sharcholders, your com-
mittee believes it is also desirable to remove taxation, to the extent
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possible, as a factor in determining tho relative size of investments in
stocks and securities on one hand, and real estate equities and mort-
gages on the other. This is particularly important because it will in-
crease the private capital and mortgage money available for individual
homes, apartment houses, office buildings, factoiies, and hotels. At
the present time the financing of these real estate equities and mort-
gages is dependent lar(i;ely on Government-guaranteed money, and
investments by special groups, such as insurance companies and
pension trusts, ‘

It has sometimes been argued that real estate investment trusts
differ from regulated investment corapanies in that the income of the
latter already has been subjected to income tax while the income of
the former has not. This refers to the fact that the dividend income
of the regulated investment company already has been taxed as a
part of a corporation’s income before 1t was received by the regulated
investment company while the rental income received by the real
estate trust has not.

This overlooks the fact that the interest income of regulated invest-
ment companies, as well as their capital gain income, has not previ-
ously been subjected to the corporate income tax. Moreover, this
interest income is an important element in the portfolios of many of
these regulated investment companies. This absence of a prior tax
in the case of a significant portion of the income of regulated invest-
- ment companies demonstrates that the concept of a regulated invest-
ment company is not to impose, or retain, any specified number of
taxes with respect to income but rather to accord individuals of small
means an opportunity to pool their investments in one of these com-
panies, yet receive the same trentment as those of greater wealth can
obtain by direct investments, .

This provision will be available not only to the real-estate invest-
ment trusts which are in existence today but also in the case of many
new real-estate investment trusts which it is anticipated will be formed
as the discriminations against this type of investment are removed.
Your committee believes that this will have the desirable economic
effect of encouraging real estate investments generally.

This provision closely parallels a provision reported out favorably
(H. R.-8102) last year %y the Committee on Ways and Means of the
House. Your committee’s provision, like the provision previously
reported by the House committee, to the full extent feasible makes.
the requirements and conditions now applicable to regulated invest-
ment companies also applicable to the real-estate investment trusts.
Although in this provision your committee has used o different
form than that used in the House bill in distinguishing between passive
investments and the active operations of a business, it shares the views
expressed in the House report that the regulated investment company
type of tax treatment should be oxtended only to the passive invest-
ments of real-estate investment trusts. Your committee agrees that
any real-estate investment trust engaged in active business operations.
should continue to be subject to the corporate tax in the same manner
as is true in the case of similar operations carried on by comparable
enterprises,

Under the provision added by your committee real estate invest-
~ment trusts sare defined as unincorporated trusts or associations meot-
ing certain general requirements and, in addition, meeting a series of
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requirements as to amounts of various types of gross income. 7The
general requirements referred to include provisions that they be man-
aged by trustees, have transferable shares or certificates of beneficial
ownership, and that they must be a type of organization which in the
absence of this provision would be taxed as an ordinary dornestic
corporation. These are the usual characteristics of real estate trusts.
he provision added by your committee also provides that quali-
fying real estate investment trusts must meet the following general
requirements:
" (1) The beneficial ownership must be held by 100 or more
persons;

(2) No 5 individuals, taking account of related individuals,
may hold more than 50 percent of the beneficial interests in the
trust (your committee’s provision achieves this effect by speci-
fying that the trust must not be one which would be classified"
as a personal holding company if all of its gross income were
personal holding company income) ; .

(8) The trust muet elect to be treated as a qualified real estate
investment trust for the taxable and subsequent years; and

(4) Ths trust may not hold any property primarily for sale to -
customers in the ordinary course of its trade or business.

The requirements set out above are substantially similar to the
conditions which must be met by qualifying regzulated investment
companies. : ;

The incomse requirements, all of which must bo met by a qualifying
real estate investment trust, are divided into four categories. First,
for the trust to qualify, at least 90 percent of-its gross income must
be from dividends, interest, rents from real property, gains from the
sale of stock, securities and real property (including interests in real
property and interests in mortgages on real property), and abatements
or refund of taxes on real property. This is substantially the same
as the 90 percent test provided for regulated investment companies
except for the addition of the various types of income derived from
real property. :

The second income test provided for real estate investment trusts
is new and is not required in the case of regulated investment com-
panies. Under this test at least 60 percent of the trust’s income
must be derived from real property; that is, must be derived from
rents from real property, interest on obligations secured by mortgages
on real estate, gain from the sale of real property, dividends and other
distributions from other qualifying real estate Investment trusts and
abatements or refunds of taxes on real property. :

The effect of this 60 percent test, plus ti)le prior 90 percent test, is
to require that at least 60 percent of a trust’s income be derived from
real property. Another 30 percent must be derived: either from real
property or from sources from. which a regulated investment company
must derive most of its income.

The third and fourth income requirements are concerned with gains
from the sale of property. The third test provides that not more than
30 percent of the trust’s income may consist of short-term gains on
security sales, The fourth test provides that gains from voluntary
sales of real property (including interests in real estate mortgages)
held for less than 5 years, may not account for more than 30 porcent
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of the trust’s gross income. The third test is similar to one required
in the case of regulated investment companies; the fourth test is new,

As indicated above, your committee has made sure that trans-
actions which might be considered active business operations are not
given the regulated investment company type of tax treatment. The
principal limitation to achieve this result provides that rents from
real property do not include amounts received with respect to real
property if the trust furnishes or renders services to the tenants of
the property or manages or operates the property, other than through
an independent contractor from whom the trust itself does not derive
or receive any income. If any services are performed for tenants or
management fees are received therefor, these services must be per-
formed and these fees received by an independent contractor rather
than by the real estate investment trust. This provision is not intended
to require the trustees to delegate or contract out their fiduciary duty
to manage the trust, as distinguished from the servicing and operating
of the building or buildings owned by the trust. Moreover, the
requirement that the trust not receive any income from the independ-
ent contractor gives assurance that the relationship between the two
is an arm’s length relationship.

Rental income is also defined as excluding amounts derived from
property if these amounts depend in whole or in part on the income or
profits derived by any person from the property. This is provided to
give assurance that no profit-sharing arrangement, provided for in the
rental contract, will in effect make the trust an active participant in
the operation of the property. Income from the operation of a store
on a %)usines‘s property would, of course, be income derived from this
property. ‘

An exception to the general rule is provided for amounts based on a
fixed percentage or percentages of receipts and sales since these-are
customary types of rental contracts and are not generally considered
related to the profit or loss of the lessec. Generally speaking, there-
fore, rents received from real estate would not be disqualified solely
by reason of the fact that the rent is based on a fixed percentage of
total receipts or sales of the lessee (whether or not adjusted for such
items as returned merchandise, or Federal, State, or local sales taxes).
It is not intended to disqualify situations where tho lease provides for
differing percentages of receipts or sales from different departments
or from separate floors of a retail store, for example, so long as each
percentage is fixed at the time of entering into the lease., However
the fact that a lease is based upon a percentage of total receipts would
not necessarily qualify the rent as “rent froin real property.” Thus
for example, ront would not qualify if the lease provides for a rental
measured by varying percentages of receipts, unless the arrangement
conforms with normal business practices where rental percentages
are based on receipts, and is not in reality used as a mecans of basing

“the rent on income or profits.

Still & third restriction provided in the case of rents from real prop-
erty oexcludes from the definition of rents amounts received from any
person if the trust has an interest of 10 percent or more in the businoess,
assots, or profits of that person. 'This prevents the avoidance of the
restrictions described above with respect to rents from real estato
through the device of setting up a related organization. It also fore-
closes the opportunity of any substantial relationship between the
trust and the business of any tenant,
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As has been previously indicated, this bill provides the regulated
investment company type of tax treatment in the case of real estate
investment trusts which distribute 90 percent or more of their ordinary
taxable income (exclusive of net long-term and short-term capital
gains), Any amount in excess of the 90 percent which the trust
retains, however, is to be subject to the regular corporate income tax,

The beneficiariés of the trust in general will continue to be taxed in -
the same manner as ordinary dividend recipients. Capital gains of
the trust, however, to the extent they are distributed, are to be free of
tax at the trust level and at the beneficiary level are taxed as long-term
capital gains rather than as an ordinary dividend. No provision is
made, however, to extend to real estate investment trusts the pro-
cedure, presently available for regulated investment companies,
whereby capital gains which are-not distributed can be taxed to the
beneficiaries rather than to the trust. »

Where 25 percent or more of the income of the real estate invest-
ment trust is from rents, interest or other nondividend income the
trust beneficiary is to treat as a dividend only that portion of the
dividend payment he receives which corresponds to the percentage of
the trust’s income which was attributable to dividends. Any amount
not treated as a dividend to the beneficiary is not to be eligible for the
dividends received credit, exclusion or deduction, but is to be taxed as
ordinary income to the recipient. If the interest and other nondivi-
dend income is less than 25 percent of the trust’s total income, the
entire distribution to the beneficiary (exclusive of capital gains divi-
dends) is to be treated as if it were the receipt of an ordinary dividend
and cligible for the dividends received credit and exclusion ov
deduction. —

A restriction in this provision applies in the case of capital-gain
dividends, the same treatment which this bill in section 43 applies to
regulated investment companies generally, That is, where a share
or interest in a real estate investment trust is held for not more than
30 days any loss on the sale or exchange of the share or interest, to the
extent of any capital, gain dividend received during that period, is to
he treated as a long-term capital loss.

This provision is effective with respect to taxable years of real
estate investment trusts beginning after December 31, 1957,

Section 46— Tax on nonresident aliens

Under present law, lunip-sum distributions made under “trusteed”
employee-pension, profit-sharing, and stock-bonus plans are subject
to a 30-percent tax as provided by section 871 (a) when ]paid tofa
nonresident alien not engaged in a trade or business within the United
States, In addition, such payments are subject to withholding at the
source, However, lump-sum payments made to the same individual
are not subject to either the 30-percent tax or withholding at source
if they are made under an “insured’” employee pension, etc., plan,

The House bill corrects these dofects by subjecting (in sec. 871
(@) (1)) lump-sum distributions made under insured employee-
pension, ete,, plans to the 30-percent tax. The bill (code sec. 1441)
also subjects these distributions to withholding at the source, Your
committoe has accepted this provision without change.

- Thoe 30-percent tax is mado effective for taxable years ending aftor
the date o¥ enactment of this bill, The withholding becomes effective
the day after the enactment of this bill,
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Section 46—Credits for dividends received and for partially taz-exempt
interest in the case of nonresident aliens

In lieu of the regular individual income tax, section 871 (a) im-
poses a tax of 30 percent on the gross amount of certain items of
1ncome received by nonresident aliens not engaged in trade or business
in the United States, However, if the individual’s income from these
sources exceeds $15,400, section 871 (b) provides that the alien is to
pay the regular income tax if this is more than 30 percent of the gross
amount received from the specified income sources.

Although the 30-percent tax imposed by section 871 (a) is not
reduced by the 4-percent dividends received credit or the $50 dividend
exclusion, the credit and exclusion are available where a 30-percent
tax is applicable under section 871 (b). Thus, this may result in a
lower tax under this subsection than under subsection (a). To
remove this inequality, the House bill provides that the 30-percent
tax required by section 871 (b), where applicable, is to be the same
tax as that provided under section 871 (a). This, in effect, denies the
dividends-received credit and exclusion in the case of the present
30-percent tax provided under section 871 (b). Your committee has
accepted this provision. S

The House bill also amends section 35 of the code to provide that
no 3-percent credit is to be available for partially tax-exempt interest
in the case of the 30-percent tax under section 871 (a) or that presently
applicable under section 871 (b). Your committee has concurred
in this change.

The House bill would make the amendments made by this section
apply to taxable years beginning after December 31, 1956. Your
committee has advanced this date to December 31, 1957,

Section 47—DBastis of property acquired by g¢ift

Under present law where property is acquired by gift it is generally
oonsidereg to have the same basis in the hands of the donee for pur-
poses of computing gain, loss, depreciation, or amortization as it had
n the hands of the person who made the gift. Where donated
property is subsequently sold at a.loss, however, the recognized loss
18 limited to the excess of the fair market value of the property at the
time (when this value is below the basis at that time) it was given to
the donee over the amount received.

In general, carrying- over the basis of property in the case of gifts
is in accord with the general principle followed in determining basis;
namely, sotting the basis of the property at its “cost’”. In this case
the “cost’ is the cost of the property to the donor, adjusted for any
subsequent depreciation, etc. However, this ignores the fact that in
reality there is another ‘“‘cost” incurred in tmnsferrinF the property
from the donor to the donee; namely, the gift tax, which must be paid
in order to make this transfer. As a resualt, your committee has
concluded that to properly reflect total “costs’” incurred with respect
to donated property, it is necessary to increase the basis of the property
by the amount of any gift tax paid with respect to'it,

As a result, your committece has added a new subsection to the
section of present law (sec. 1015) specifying the basis for property
acquired by gift., In this new subsection it is provided that theI{)asis
of property acquired by gift, after the date of enactment of this bill,
is to be increased by the amount of any gift tax paid with respect to
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the donated property. However, the basis of the property as a result
of this addition of the gift tax to the basis is not to be increased to
more than the fair market value of the property at the time of the gift.
A limitation. of this type means that cash will be treated no less
favorably than other property, and that there will be no incentive to-
convert cash into securities in order to obtain an increase in basis.
above the fair market value of the property. Moreover, this is.
similar to the rule which presently is in effect in the case of a subse~
quent sale at a loss. _

The bill also provides an'increase in basis for any gift tax paid with
respect to gifts made before the date of enactment of this bill where
the property has not as yet been sold, exchanged, or otherwise dis-
posed of. In this case also, the basis of the property is to be in-
creased by the amount of the gift tax, but not by more than an
excess of the fair market value of the property at the time of the gift
over its basis at that time,

The gift tax attributable to each gift is to be determined by assigning
a pro rata portion of the gift tax paid for any calendar year to the
taxable gifts made in that year. In determining the total amount of
taxable gifts for purposes of this allocation, the $30,000 specific
exemption is ignored and the total amount of the gifts made is reduced
by any charitable deductions and any marital deduction. Also
where gifts are considered as being made one-half by a husband
and one-half by his wife, both gift taxes are taken into account in
determining the gift tax to be added to the basis of the property in
the hands of the donee.

Section 48—Property acquired in taz-free exchange

Where, in connection with an oxchange of property described in
section 1031 (exchange of ‘‘property helg for productive use in trade
or business’’), section 1035 (certain exchanges of insurance policies),
or section 1036 (stock for stock of same corporation) a taxpayer
transfers property of the type permitted to be exchanged tax free and,
in addition, other property, having a tax cost in excess of its market
value, the taxpayer 1may be able to claim a recognized loss. 'This loss
should be reflected in determining the basis of the property received
by the taxpayer on the transaction. However, present law does not
make it clear (under sec. 1031 (d)) that there is a decrease in the basis
of the property-received in order to reflect this recognized loss,

Accordingly, the House amended the code (sec. 1031 (d)) to provide
for a decreaso in basis of the property received to the extent of the
amount of any loss recognized to the taxpayer upon the transaction,
Your committee has accepted this provision without change.

The provision is effective for taxable years beginning after December
31, 1953 and ending after August 16, 1954, the general effective date
of the income taxes under the 1954 Code.

Section 49— Involuntary conversions :

Under the present involuntary conversion provision (sce. 1033)
no gain is recognized if within a specified length of time the taxpayer
acquires other property similar in nature to the property converted,
or purchases stock and thereby acquires control of a corporation
holding similar property.

Under the 1939 Code “control” was defined as the ownership of
stock possessing at least 80 percent of the total combined voting
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power of all classes of stock entitled to vote and at least 80 percent
of the total number of shares of all other classes of stock of the corpo-
ration. '

This definition of ‘control” of a corporation was inadvertently
made inapplicable to involuntary conversions in the rearrangement
of provisions made by the 1954 Code. Both the House bill and
your committee’s action make it clear that this definition of “control”
18 applicable in the case of inveluntary conversions,

This provision is effective for taxable years beginning after De-
cember 31, 1953, and ending after August 16, 1954, the general effective
date of the income taxes under the 1954 Code.

Section 60— Condemnation of real property held for productive use in
trade or business or for investment

Present law (sec. 1033) provides that where property is either wholly
or partially destroyed, stolen, seized, requisitioned, condemned, or
whether there is a threat or imminence of such, no-gain is recognized
where the property is compulsorily or involuntarily converted into
“property similar or related in service or use to the property so con-
verted.”” This same treatment is also accorded where the property
is first converted into money or unrelated property and then, within a
specified period of time, it 1s converted into property which is similar
or related in service or use. The Internal Revenue Service and
courts have held that section 1033 requires a relatively narrow con-
struction of the words ‘“‘property similar or related in service or use,”
with the result that the converted property must-be substantially
similar to that destroyed. It has been held not to include, for example,
improved real estate which is converted into unimproved realty, nor
8 barge substituted for a tug. Similarly, it has been held not to
include property used in the operation oPr a business which was sub-
stituted for rented property. Likewise, it has been held not to include
city real estate exchanged for a farm or a ranch.

resent law also provides (sec. 1031) for the nonrecognition of gain
where property helcll) for productive use in trade or business or for in-
vestment (not including inventory, stock, bonds, or other securities)
is exchanged for property of a “like kind to be held cither for produc-
tive use 1n trade or-business or for investment.” The phrase ‘like
kind to be held either for productive use in trade or business or for
investment’’ has been given a broader interprotation than the similar
‘or related phrase. ‘“Like kind,” for example, has been held to in-
clude unimproved real estate which is exchanged for improved real
estate, so long as both properties are held either for productive use in
trade or business or for investment. Thus, the “like kind” phrase
has been held to include the exchange of city real estate (used in a trade
or business) for a farm or ranch,

Both in the case of property involuntarily converted and in the
caso of the exchange of property held for productive use in trade or
business or for investment, gain is not recoguized because of the con-
tinuity of the investment, Your committeo sees no reason why sub-
stantially similar rules should not be followed in determining what
constitutes a continuity of investment in these two types of situations
where there is a condemnation of real property. Morcover, it appears
particularly unfortunate that present law requires a closer i(h\ntity
of the destroyed and converted property where the exchange is beyond
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the control of the taxpayer than that which is applied in the case of
the voluntary exchange of business property. '

As a result your committee has added a new subsection to the in-
voluntary -conversion (sec. 1033) provision of present law. In this
new subsection it has added the ‘like kind” test of the voluntary
exchange of business property rule of present law as an alternative in
the case of involuntary conversions for the rule requiring the substitu-
tion of property ‘“similar or related in service or use.” The ‘like
kind’’ rule in this case applies, however, only in the case of real prop-
erty, does not include inventory or property held primarily for sale,
and is limited to seizures, requisitions, condemnations, or the threat
or imminence thereof, Nor does it apply in the case of the purchase
of stock in acquiring control of a corporation. This new rule is to be -
available only in the case of the disposition of converted property
after December 31, 1957,

Under present law the involuntary conversion provision applies in
the case of a personal residence which is involuntarily converted and
replaced. Such replacements do not come under the provision relating
to the sale or exchange of a residence (scc. 1034), which provides for
the nonrecognition of gain where there is a voluntary exchange of one
personal residence for another within a specified period of time. In
most cases it makes no difference which of these two provisions is
applied to an involuntary conversion of a personal residence. How-
ever, in some cases. the voluntary sale or exchange provision may be
more liberal than that relating to involuntary conversions, For that
reason your committee has decided to give taxpayers an option in the
case of the involuntary conversion of personal residences to come
under the provision relating to the sale or exchange of residences (sec.
1034) or the involuntary conversion provision (sec. 1033).

Section 61—Property acquired before March 1, 1913

Present law (in sec. 1053) provides that property acquired before
March 1, 1913, is to have a basis of cost, adjusted for depreciation for
the period before March 1, 1913, or the fair market value as of March
1, 1913, whichever is greater, for purposes of determining gain. Asa
result of the rearrangement of various code provisions in 1954, the
wording of this provision erroneously refers to only one part in the
subtitle relating to income taxes. The House bill corrects this refer-
ence by making this provision refer to the entiro income tax subtitle
illlsten of merely the one part. Your committee concurs in this
change, ‘

This provision is effective for taxable years beginning after Decom-
ber 31, 1953, and cnding after August 16, 1954, the general effective
date of the income taxes under the 1954 Code.

Section 62— Postponement of gain from sale or exchange to effectuate
Federal Communications Commassion policies

Where the sale of broadcasting property is cortified by the Federal
Communications Commission as being necessary or appropriate to
carry out its policies, present law (sce. 1071 (a)) provides for tho
deferral of the recognition of any gain resulting from such a sale,
'This deferral of gain becomes effective if the proceeds from the sale are
reinvested in “proporty similar or related in service or use,” as in the
case of sales coming under the involuntary conversion provisions,
or if tho taxpayor eleets to reduce the basis of any remaining property
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subject to deprecietion, by the amount of the gain on the property
disposed of. '

It is understood that taxpayers have on occasion purchased addi-
tional facilities in excess of the maximum number of facilities permitted
under then existing FCC rules, and then obtained a certification from
the FCC that the disposition of the older facility was necessary or
appropriate, thereby obtaining tax deferment on the gain from the
sale. This is true even though the entire transaction in effect amounts
to a voluntary undertaking )y the taxpayer.

In September 1956, the FCC announced that commencing October
15, 1956, (21 Federal Register 7831) certificates would be granted
only where the disposition is required because of a change in FCC
%)ollllcy or rules with respect to the ownership and control of broadcast

acilities.

The House believed that the announced policy of the FCC is a
desirable way of eliminating these voluntary transactions from the
application of the involuntary conversion rules, The House bill,
therefore, amends section 1071 to include as a statutory requirement
a rule similar to that announced by the FCC. Under the bill this

 section will apply only to sales or exchanges of property certified
by the FCC to be necessary or appropriate to effectuate ‘‘a change
in the policy of, or the.adoption of a new policy by, the Commission.”

This provision of the House bill would be effective with respect-to
all sales or exchanges after December 31, 1957, and also to sales or
exchanges between October 15, 1956, and January 1, 1958, but in this
latter case only if they were made under a contract entered into after
October 15, 1956, ,

Your committee does not believe that this provision should be
made applicable to sales or exchanges which occurred before the
beginning of this year. Accordingly, your committee has accepted
the House provision without change except that instead of making
the provision retroactive to October 15, 1956, it is making the provi-
sion effective only with respect to sales or exchanges occurring after

~ December 31, 1957,

Section 63—-Casually losses sustained upon certain uninsured property

Under present law where there are uninsured losses on property as
a result of its destruction, thelt, seizure, requisition, or condemnation,
such losses, in the case of property used in the trade or business or
capital assets held for more than 6 months, are treated as section 1231
Josses, These casualty losses coming under section 1231 of the code
must be added together with other gains and losses from sales or
exchanges of property used in a trade or business and with other
gains or losses from involuntary conversions. If the resulting net
amount is a gain, under section 1231 it is treated as a long-term
capital gain and in effect taxed at a rate no higher than 25 percent.
If, on the other hand the net amount is a loss, under section 1231 it
is treated as an ordinary loss which can be offset against income taxed
at the regular tax rates,

Where a taxpayer elects to be a self-insurer against casualty losses,
_there seldom is a conversion into money or other property, as there
would be if the destroyed property were insured. If this casualty loss
were the only loss incurred during the taxable year by the self-insured
porson, he would be entitled to the full benefit of an ordinary loss



TECHNICAL AMENDMENTS ACT OF 1958 75

deduction under section 1231, but where there are also 1231 gains, the
casualty loss is Y’artially or wholly offset against these gains which
would otherwise be taxed as capital gains. As a result, the benefit of
having casualty losses treated as ordinary, rather than capital, losses

may be reduced or eliminated in the case of self-insurers, depending

on the fortuitous circumstance as to what gains the taxpayer may have

from trade or business assets or involuntary conversions, Thisis not

a problem for those who are fully insured by others because they

receive insurance payments in the case of destroyed property which

offset the casualty losses which would otherwise be realized. More-

over, such persons may deduct currently the cost of their insurance

for property used in a trade or business. Thus, in their case they

obtain a deduction against ordinary income for any premiums paid

and any gains from trade or business assets (or involuntary conver-

sions) are taxed as capital gains and are not offset against losses (since

these are covered by insurance) which would otherwise be treated as

ordinary losses.

Your committee believes that this constitutes an unintended hard-
ship and for that reason it has added a provision to the House bill
amending section 1231 (a) of the code. 'The provision added makes
section 1231 inapplicable in the case of losses where the taxpayecr is
not compensated for the loss by insurance, if the loss arises from fire,
storm, shipwreck, or other casualty or from theft. This treatment
is to apply, however, only in the case of property used in the trade or
business and in the case of capital assets held for more than 6 months
and held for the production of income. The effect of this provision
will be to treat such losses always as ordinary losses and never to
offset them against gains which might otherwise be treated as capital

ains,
¢ This amendment is to apply to taxable years beginning after De-
cember 31, 1957. T

Section 64~—Bonds issued at a discount

Under present law (sec. 1232) a taxpayer is required to treat as
ordinary income a portion of any gain realized upon the sale or ex-
change of bonds or other evidences of indebtedness originally issued at
a discount, This ordinary income treatment applies to that part of
the gain which represents the portion of the ‘‘original issue discount’
attributable to the time the taxpayer has held the bond. A practice
has developed in some areas of issuing bonds with an artiﬁciaﬁy large
discount and then redeeming them at par or at a special call price
before their maturity date. Where such bonds sre sold or retired
before maturity at a price above the issue price plus the discount
attributable to the period the bond has been held, a portion of the
original issue discount receives capital gains treatment rather than
ordinary income treatment. As a result, although-the entire difference
between the issue price and the redemption price is claimed by the cor-
poration as a deduction against ordinary income, the bondholder
obtains capital gains treatmont with respect to his gain in excess of the
discount attributable to the period up to redemption. To climinate
this abuse the House bill provided that any gain realized on the sale or
exchange of a bond or other evidence of indebtedness containing an
original issuc discount is to be considered as ordinary income to the
oxtent of the original issue discount, 'T'he House bill provides that this

28508-—58——6
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section applies to taxable years ending after November 7, 1956, but
only with respect to dispositions made after such date.

our committeée believes that the House bill should be restricted
to provide that the rule of existing law should continue to apply if
at the time of original issue there was no intention to call the bond
or other evidence of indebtedness at a special price before maturity.
In this connection your committee intends that the mere existence of
a right to call the bond or other evidence of indebtedness before matur-
ity 18 not to be regarded as an intention to call prior to maturity,
Whether there is such an intention will depend upon all the facts and
circumstances at the time of original issue. Your committee believes
the new rule provided by the House bill will thus be confined to the
areas of abuse; In addition, your committee has provided that this
amendment shall apply to taxable years ending after December 31,
1957, but only with respect to dispositions made after such date,

Section 66—Bonds with coupons detached

- Where a bond is sold with a number of interest coupons detached,
a discount is created. This discount gradually decreases as the due
dates for the interest payments represented by the detached coupons
pass, and as a result the value of the bond gradually increases until,
other things being equal, it is restored to its prior value. Before the
enactment of the 1954 Code, it was contended that when a bond
which had been purchased with coupons already detached was sold
or redeemed, any gain realized on such a bond was to be treated as a
capital gain. The gain in such a case, however, was at least partially
attributable to the passing of the interest dates with respect to the
detached interest coupons which, had they not been detached, would
have resulted in ordinary interest income.

~ Under the 1954 Code (sec. 1232 (c)) where the detached coupons are
payable on a date more than 12 months in the future, any gain, on
sale or redemption, to the purchaser of the bond with thé coupons
detached is treated as ordinary income to the extent of the difference
between the purchase price and the fair market value the bond would
have had with the coupons attached at the time of the purchase,
An exception was provided under the 1954 Code for interest coupons
payable within 12 months from the date of purchase, in order to avoid
the necessity of applying this provision in those cases where only 1 or
2 interest coupons had been detached. It was believed that such
cases would not develop into tax-avoidance devices,

However, since the adoption of the 1954 Code provision some tax-
payers have been creating artificial capital gains by buying bonds
with detached interest coupons which are payable within 12 months
from the date of purchase, and in this manner avoiding the applica-
tion of the provision,

Both the House bill and your committee’s action (in sec. 1232 (c¢))
prevent this avoidance by providing ordinary income treatment for
digcounts arising from the detachment of interest coupons whether or
not the coupons are due within a period of 12 months or less from the
date of purchase,

The House bill would delete this exception for detached interest
coupons 1pa,ynblo in the 12-month period mmmediately following pur-
chase only for honds purchased after November 7, 1956, Your com-
mitteo '(zlelctcs this exception only for purchases made after December
31, 1957.
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This provision is expected to result in an increase in revenue over
the -lonig- run, but is of such a rature that estimates of the current
revenue gain from this provision cannot be made. ‘

Section 656—Short sales

Under the 1939 Code any gain or loss from a short sale was a capital
gain or loss, Under the 1954 Code (sec. 1233 (a)), however, a short
sale results in & capital gain or loss only if the property used to close
the short sale is a capital asset in the taxpayer’s hands. Moreover,
the rules: (subsec. (b) of sec. 1233) which relate to the postponement
of the beginning of the holding period, apply only if the short sale
results in a capital gain or loss, : -

As a result, a dealer in stock may now be able to avoid the post-
ponement of the beginning of his holding period under section 1233 (b)
(2) by closing a short sale with stock held for sale to customers in the
ordinary course of his trade or business ratlier than by closing it
with stock from his own investment account.: - The House bill makes
it clear that a dealer in securities may not avoid this holding period
rule by closing a short sale by using property held for sale to customers
instead of property held in his investment account. Because those
who handle the inventory accounts for the dealer may be entirely
separato from those who handle his investment accounts, the House
thought that it was best to apply this new rule only where the short
sale 1s not closed for a period of time in excess of that normally
required in usual business operations; namely, where the short sale is
not closed for a period of more than 20 days. It is believed that this
will prevent any significant tax avoidance by covering inventory
account short sales with investment account property since the
maximum period of time during which such a situation may exist
will be-only 20 days. It is believed that it:is necessary to provide a
period: of tKis type to give assurance that the:short sales provision as- -
modified by this bill will not unduly interfere”with normal business
practices. : )

Your committee has adopted the House provision described above
except that it has limited its application to stock. It has limited the
provision in this manner because in the case of the sale of certain types
of bonds, particularly Government bonds, it is understood that short
sales normally are kept open for periods in excess of 20 days, More-
over, in the past it has also been understood that the tax avoidance has
occurred in the case of stocks rather than bonds,

This section of the House bill also rearranges the position of the
provision with respect to hedging transactions in commodity futures.

The amendment made to section 1233 by the House bill with respect
to the holding period would be effective with respect to short sales
made after October 24, 1956. Your committece has amended this
House provision to mako it effective only with respect to short sales
made after December 31, 1957, Making the short sale provision
entirely nonapplicable in the case of hedging operations is made
effective under both the House bill and under your Committee’s
action with respect to taxable years bogirining after December 31,
1953,-and ending after August 16, 1954, the general effective date of
the income taxes under the 19564 Code,

This provision is expected-to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.
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Section 67—O0ptions to buy or sell

This section of the House bill rearranges and clarifies the existing
tax treatment with respect to options to buy or sell. Present law
(under sec. 1234) provides that a gain or loss attributable to the sale
or feilure to exercise an option to buy orsell property is to be considered
gain or loss from the sale or exchange of ‘a capital asset where the
property, if it were in the hands of the taxpayer, would constitute a
capital asset, This does not specifically provicfe that gain or loss
attributable to an option to buy or sell property which would not be
a capital asset in the hands of the taxpayer would result in ordinary
income or loss rather than capital gain or loss. This, however, was
the intent of the 1954 changes as is clearly reflected by the committee
reports with respect to the 1954 Code. 'T'o carry out this intent, both
the House bill and your committee’s action provide (in & new sub-
section (a)) that the gain or loss arising from an option to buy or sell
property is to be considered gain or loss arising from property which
has the same character as the property underlying the option.

In addition, the House bill clarifies certain exceptions to the general
rule with respect to options. The-clarifications are as follows:

(1) It is made clear that capital-gain treatment will not
apply to dealers in options where the options in question are a
part of their-inventory or stock in trade.

(2) It is made clear that the section does not apply to gains
on the sale of an option in any case in which income derived in
connection with the option would be treated, without regard to
this section, as ordinary income. As a result, the section will
not apply to gain from the sale of an employee stock option which
is in the nature of compensation to the employee. It also will not
apply to gain on the sale or exchange of an option involving
“section 306 stock’ resulting in ordinary income and it will not.
apply where a gain is a distribution of earnings and profits
taxable as a dividend. _ '

(8) It is made clear that the section does not apply to gain
attributable to the sale of options acquired before March 1, 1954.

Your committee has accepted these clarifications without cilange.

This provision is effective for the taxable years beginning after
December 31, 1953,- and ending after August 16, 1954, the general
effective date of the income taxes under the 1954 Code.

Section 58——Sale or exchange of patents _

Present law (sec. 1235) provides that the sale of a patent by the
inventor, or certain other persons, gonerally is to receive capital gains
treatment rather than ordinary income treatment. This capital gains
treatment is not available, however, when the patent is sold to certain
specified related persons. The rules provided in section 267 (b) are
generally followed in determining what constitutes a related person
for purposes of this provision. These rules use a 50-percent test in
detormining relationship where a corporation is involved.

The House bill amen(ied this patent provision to provide that capital
gains treatmont on the sale by an inventor of his rights in a patent
would not be available in any case where he owns 25 percent or more
of the stock of the corporation, instead of where he owns more than
50 percent as is provided by present law.
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Your committee has restored the 50-percent test of existing law in
determining whether or not capital-gains treatment is to be available
where an inventor sells his rights to a patent to a corporation in which
he owns stock. Your committee has restored this 50-percent test
because this is the usual test of relationship used in the Internal
Revenue Code and because there appears to be no reason to adopt
a broader definition of relationship for purposes of the patent pro-
vision than in the case of many other provisions in the code. ore-
over, the 50-percent test appears appropriate because the inventor
who sells his patent to a corporation in which he does not own more
than 50 percent of the stock, although he will indirectly receive part
of the income derived by the corporation from the patent, is losing
management and control of the patent itself. ‘ _

The House bill also removes what may be interpreted as an incon-
sistency in the present rules umder the patent provision. Present--
law provides that in such cases the relationship rules in section 267 (b)
are to apply except that brothers and sisters are not to be considered
as related persons. However, some take the position that a sale is
considered a sale to a related person if a sale is made to a corporation
which is controlled by a brother or sister of the taxpayer. Thus,
under this interpretation although a patent may be sold directly to a
brother or sister and still qualify for capital-gains treatment under
section 1235, it cannot be sold to a corporation controlled by a brother
or sister and qualify for capital-gains treatment. This possible in-
terpretation is removed by an amendment (to sec. 1235 (d)) under
the House bill which provides that in determining whether the seller
of the patent constructively owns 25 percent of the stock of the
purchasing corporation, the holding of brothers or sisters will be dis-
regarded. Your committee has concurred in this amendment.

nder the House bill this provision would have applied with respect
to taxable years ending after the date of enactment of the bill with
respect to transfers after that date, Under your committee’s action
this provision is effective for taxable years beginning after December
31, 1953, and ending after August 16, 1954, the general effective date
‘of the income taxes under the 1954 Code. :

Section 69—Real property subdivided for sale

Present law (sec. 1237) provides that under certain conditions real
property which has been subdivided in order to be sold in separate
tracts will not be considered property held primarily for sale to cus-
tomers in the ordinary course of trade or business and, therefore,
gains from such sales will be oligible for capital gains treatinent. It
was not intended that this treatment would be available in the case
of property which had previously been held for sale to customers by
the taxpayer, nor was it intended to apply in the case of property sold
in the same year in which the taxpayer is a dealer in real estate,
whether or not the particular property in question was held for sale
to customers. A change made by the House bill, to which your
committeo has agreed, carries out this intention.

Section 60.—Qain from sale of certain property between spouses, ete.

Under the 1939 Code, the provision (now sec. 1239) relating to
gains from sales of certain dpropert,y between spouses or between an
individual and a controlled corporation, did not apply to sales or
exchanges made on or before May 3, 1951, This date, which was
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unintentionally omitted from the 19584 Code, is restored by the House
bill. Your committee concurs in the restoration of this date.

This provision is effective for taxable years beginning after Decem-
ber 31, 1953 and ending after August 16, 1954, the general effective
date of the income taxes under the 1954 Code.

Sec&on 61-—Small-business tnvestment companies

Recently the Senate passed a bill entitled the ‘“Small Business
Investment Act of 1958” (5. 3651). This bill was designed to make
equity capital and long-term credit move readily available for ‘small-
business concerns. To carry out this purpose, the bill provided for
the formation of small-business investment companies. These com-
panies are to be authorized to provide equity capital to small-business -
concerns through the purchase of convertible debentures. The small-
business investment companies are to bo private companies with
a paid-in capital and surplus of at least $300,000. Also, the Small
Business Administration will be authorized to make lcans to these
companies of up to $150,000 through the purchase of subordinated
debentures. The small-business investment bill of 1958 initially
contained certain tax provisions relating to the tax treatment of these
proposed investment companies and their stockholders. These tax
provisions were withdrawn, however, for consideration in covnnection
with this bill. Your committee, after considering these provisions,
is convinced that they will substantially increase the effectiveness of
these small-business investment companics. Therefore, it has
amended the House bill to include these tax provisions formerly in
the small-business investment bill of 1958. : '

The amendment to the House bill made by your committee contains
three specific tax features. First, it adds a provision to the Houso
bill providing that these proposed investment companies are to .be
allowed. an ordinary loss deduction; rather than a capital loss deduc-
tion, on losses realized on the convertible debentures ¢including stock
received pursuant to the conversion privilege) acquired in connection
with the supplying of long-term equity-type capital for various smali-
business concerns, This%oss deduction includes losses due to worth-
lessness, as well as those arising from the sale or exchange of the
security. Second, taxpayers investing in the stock of the proposed
investment companies also are to be allowed an ordinary loss deduction,
rather than a capital loss allowance, on losses arising from the worth-
lessness, or from the sale, of such stock. Tho third tax feature of this
amendment provides that these proposed investment companies aro
to be allowed a deduction for 100 percent of the dividends received
from a taxable domestic corporation rather than the 85 percent deduc-
tion gencrally allowed corporate taxpayers.

Section 64—Amounts received as damages for inguries under the antitrust
laws

In the absence of any speeific statutory provision to the contrary an
amount received (or acerued) during a year which represents an award
or settlemont of a civil action brought under section 4 of the Clayton
Act for injuries sustained by tho taxpayer in his business or property
because of anything forbidden in the antitrust laws, is included in
gross income as & lump sum in the yoar received (or accrued). Because
of tho progressive rate structure ofy the individual income tax, including
this entire amount in income of a single year, although attributable
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to injuries occurring over a period of years, is likely to result in & .
substantially higher tax being paid than if the amount had been
received over the period in which the injury was sustained. Your
committee believes that this discriminates against those who have
beon injured by violations of the antitrust laws and also tends to dis-
courage suits for damage being brought under the Clayton Act.

For the reasons outlined above, your committee added a provision
(a new sec. 1306) to the House bill providing a limitation with respect -
to the tax imposed on amounts representing damages received as
awards or settlements in a civil action brought under section 4 of the
Clayton -Act for-injuries sustained in the taxpayer’s business or prop-
erty because of violations of the antitrust law. In such cases the tax
attributable to the award or settlement is not to be greater than the
increases in taxes which would have resulted if the award or settlement -
had been included in the taxpayer’s income, on a pro rata basis, over
the period in which the taxpayer was injured. This provision covers
settlements, as well as awards, both because equity appears to require
tho same: treatment in these two types of cases and also bhecause your
committee did not want to discourage settlements.

This provision is to be effective for taxable years ending after the
date of enactment of this bill but only in the case of amounts received
after that date for awards or settloments made after that date.
Section 63—Mitigation of effect of limitations

Pregent law (secs. 1311-1315) contains a series of sections designed
to mitigate the effect of the statute of limitations and other similar

“provisions where an item or transaction 1s treated differently from
the way it was treated with respeet to the same taxpayer in another
year, or with respect to a related taxpayer. Thus, where there has

cen.a court decree, closing agreement, final disposition on a claim
for refund, or agreecment with the Treasury, but because of the
ststuto of limitations or other similar provisions the erronous treat-
ment cannot be corrected, so that there is a double inclusion of an
item in gross income, double allowance of a deduction or credit,
double exclusion, double disallowance of-a& deduction or ecredit, ete.,
a correcting adjustment may nevertheless by made to correct the
inequity., The purpose of these provisions is to prevent either the
Government or the taxpayer from obtaining a dou{)lo benefit because
of the statute of limitations or other similar provisions.

An example of where the Government may obtain a dual benefit
at the taxpayers’ ‘oxpense which is not covered by these provisions,
has beon called to the attention of your committeo. Tho examplo
presonted was that of a parent and subsidiary corporation. The
subsidiary, in this case, claimed an interest deduction for an amount
paid to tho parent and the parent included this amount in its tax
return as interest, IHowever, the interest deduction claimed by the
subsidiary was subsequently disallowed on the grounds that the
amount paid to tho parent was a dividend rather than an interest
vayment, As a result, the subsidiary paid a deficicncy tax but

ccause the pavent corporation’s tax year was closed, it could lnot
claim what was at that time an intercorporate dividends received
credit which would otherwise have been allowed.

One of the paragraphs under section 1312 was designed to cover a
case in which the disallowed deduction or credit relates to tho same
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item for which a deduction or credit should have been allowed for
another taxable year or should have been allowed to a related tax-
payer. The typical situation there involves a payment for which the
taxpayer claimed a deduction for the wrong year or for which the
wrong taxpayer claimed the deduction; and the Internal Revenue
Service does not, regard that provision as Leing applicable to a case
such as the exarnple posed, which involves the treatment of & payment
axpayer and the treatment of its receipt by another taxpayer.
Your committee has added a provision te this section of the House
bill designed to remove the inequity described in the example. It
does this by adding to the list of types of adjustments under sections
1311 through 1315 where errors may be corrected, cases involving the
allowance or disallowance of a deduction or credit to a corporation
where a correlative deduction or credit should have been allowed or
disallowed to a related taxpayer. For this purpose a related taxpayer
i8 defined as one who is a member of the same affiliated group; that is,
one where there is an 80 percent common ownership. )
Your committee has also accepted the change made by the House
bill in. these provisions relating to the mitigation of effect of limitations.
The House provision makes it clear that in computing a refund or
deficiency with respect to an adjustment in a barred year, where the
sarne item has been adjusted by sgreement between the Government
and the taxpayer in an open year, neither the Government nor the
taxpayer may raise unrelated adjustments in the barred year.
he amendments made in this section apply to determinations
made after November 14, 1954 (90 days after the enactment of the
1954 Code, or the effective date of sec. 1314).

Section 64—Computation of tax where tazpayer restores substantial
amount held under claim of right

Present law (in sec. 1341) deals with the situations where a taxpayer
has included an amount in gross income in one year hecause it appeared
that he had an unrest,ricteg right to it, and in & subsequent year takes
a deduction for the amount because it had subsequently become clear
that he did.not have an unrestricted right to the amount and restored
it, In such & case the tax in the year in which the taxpayer must
restore the amount is computed under present law in 1 of 2 ways: the
tax in that year is to be computed by taking the deduction into
account, or, instead, by reducing the tax in that year by the amount
of the decrease in tax which would have occurred in the prior year if
the amount had not initially been included in gross income.

(@) Where World War II excess-profits tax 1s paid.—Present law
generally covers cases where a taxpayer is required to refund in a
current year an amount he reported as income in an ecarlier year
undor the 1954 Code jor under corresponding provisions of “prior
revenue laws.”” However, through an oversight in the code, the
dofinition of the term ‘“prior revenue laws’” includes only taxes
imposed by chapter 1 of the 1939 Code and not those imposed by
chapter 2 of that code. Sincoe chapter 2 of the 1939 Code imposed
the World War IT excess-profits tax, this tax presently cannot be taken
into account in determining the decrcase in tax for a prior taxable
year which would result {from the exclusion of the item from income of
that prior year. This is true despite the fact that the Korean excess-
profits tax, as well as World War I excess-profits tax are covered by
section 1341,
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Cases have been called to your committee’s attention where rail-
roads have included amounts in income during World War IT which
they received from military shipments. This income was taxed
under the excess-profits tax at rates as high as 85 percent.- Now the
railroads are being required to repay part of these receipts. to the
Government because a lower freight raté should have been applicable,
Because of security restrictions during World War II, however, the
railroads were unable in many cases to determine that these lower
rates wero applicable.

To correct this inequity, your committee has amended present
law (sec. 1341) so that the term ‘‘prior revenue laws’ includes taxes
imposed by chapter 2 of the 1939 Code, or the World War IT excess-
profits tax. Your committce has made this amendment applicable
to taxable years beginning after December 31, 1953, and ending
after August 16, 1954, the general effective date of the income taxes
under the 19564 Code. :

(b) Refunds by regulated public utilities—Certain exceptions to the
general rule for the tax treatment of restoration of income held under
a claim of right are provided in subsection (b) of section 1341. One
of these special rules provides that the recomputation of tax for
restorations of income is not to be available where the gross income
in question arose as a result of the sale of inventory or stock in trade.
However, the recomputation of tax for restoration of income is avail-
able in the case of regulated public utilities even where the income
arose as a result of sales of inventory if the refunds are required to be
made by a governmental unit,.

Problems have arisen under this latter exception to the inventory
rule where the restoration of income is made by the regulated public
utility as a result of an order of a court or is made in settlement of litiga-
tion or under the threat or imminence of litigation. In these cases,
the benefits of saection 1341 are denied the publfic utilities although the
benefits of the provision are available where the refunds are made by
order of regulatory agency. Your committee sees no reason for dis-
tinguishing unfavorably against refunds made to the customers of a
regulated public utility where the refund arose as a result of a court
order or in settlement of litigation or the threat or imminence cf litiga-
tion, yet making available benefits of section 1341 where the refunds
are required by a regulatory agency of the Government. For that rea-
son itﬂms amended present law (sec. 1341 (b) (2)) to make the excep-
tion available in the case of regulated public utilitics not only where
the refunds or repayments are required by a governmental agency but
also whore they are required by an order of a court or made in settle-
ment of litigation or under threat or imminence of litigation. This
exception for regulated public utilities, however, is restricted to refunds
or repayments arising with respect to rates of regulated public util-
ities.

This amendment is made applicablo to taxable years boginning after
December 31, 1957.

(c) Payment or repayments pursuant to price redetermination.—Your
committee has also added another exception to the rule which excludes
income arising from the sale of inventory items from the tax benefits
accorded by this provision where there is a restoration of income held
under a claim of right. Elsewhere in present law (sec. 1481) a reduc-
tion in tax for a prior year is permitted where there has heen a price
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redetermination under a provision in a contract. Howover, the offset
of the prior year’s tax in such cases has been held to be avalable only
where the refund of the price is paid directly or indirectly to the
United States or a United States agency. Thus, in the past this has
discriminated against companies taking a subcontract from a “first
tier” subcontractor since in such cases the refund resulting,from the
redetermination of price does not go to a governmental agency. -

Your committee concluded that such cases deserve relief for past
periods because of the compulsory nature of their contract arrange-
ment where such arrangements have been initially instigated by a
governmental unit.  Thus, for past periods your committee has added
an exception to the limitation with respect to inventories applicable
in the case of section 1341 to provide that the tax benefits of this
section are to be available where (1) a refund has been made pursuant
to a price redetermination provision in a subcontract; (2) the partics
to the subcontract are not related (within the meaning of see. 267 (b));
and (3) although the subcontract is subject to statutory renegotin-
tion, there is no mitigation of the effect of the redetermination of price
(under sec. 1481) because the payment or repayment is not.made:to.
a governmental agency. :

ecause your committee is uncertain as to what arrangements

might be worked out in the future between a first-tier and second-tier
subcontractor under this provision, it has made it applicable only to
subcontracts entered into prior to January 1, 1958, with respect to
years to which the income taxes under the 1954 Code apply (namely,
those beginning after December 31, 1953, and ending after August 16,
1954). However, it has added another provision (sec. 66 of the bill)
which for the future gives relief to the second-tier subvontractor in the
type of case described here, but requires the first-tier subcontractor to
report this income in the year to which it was properly attributable.

(@) Technical amendment.—Xxisting law does not make it clear that
where the tax for the year of restoration is computed by reducing it
by the: tax attributable to the item in a prior year, the deduction,
which is not taken into account, is not to have any effect at all. For
example, it can be argued that the deduction, although not taken
into account with respect to the current year, should be taken into
account for purposes of a net operating-loss carryback or carryover
from this year. T'o make it clear that this is not the intention, the
House bill provides that in such a case the deduction is not to be
takon into account in computing income apart from computations
under section 1341 itself. Your committee concurs in this amendment.

"This provision is effective for taxable years beginning after Decem- -
ber 31, 1953, and ending after August 16, 19564, the general offective
date of the income taxes under the 19564 Code.

Section 66— Claims against United States involving acquisitions of
property ‘

Present law (in sec. 1347) provides a special rule in the case of
taxpayers who have received amounts {rom the United States with
respect to claims apgainst the Government which involve acquisitions
of property by the Government and which claims remain unpaid for
more than 15 years. In this case, the tax imposed is not to exceed
30 percent of the amount (other than interest) received. This pro-
vision was primarily designed for hardship cases arising from acquisi-
tions of property by the Government during World War 1.
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The House does not believe that it is desirable to permit a provision
of this type, providing special tax treatment, to remain as a permanent
part of the law. For that reason the Housé bill makes this provision
inapplicable to claims filed with the United States on or after January
1, 1957.. Your.committee has accepted this provision but advanced
the -effedtive” date to January 1, 1958 The provision will have
application in those cases where a claim was filed before January 1,
1958, but an amount was not received from the Government until
after that date. ' '

The House bill also amends this provision to provide that the 30-
percent limitation is to be applicable only with respect to the surtax.
Thus, the 3 percent normal tax will also be imposed with respeet to
amounts received under this section in addition to the 30-percent tax.
The normal tax was in addition to the 30-percent tax under the 1939
Code and its omission in the 1954 Code was inadvertent. The House
bill makes this amendment applicable with respect to taxable years
beginning after December 31, 1956. Your committee has accepted
this amendment but made it applicable to-taxable years beginning
after:Décember 31, 1957.

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.

Section 66—Mitigation of effect of price redeterminations of subcontracts
subject to renogotiation

Where a price charged by a prime contractor is subject to price
redetermination or where the prime contract, or a subcontract there-
under, is subject to renegotiation and there is a repayment to the
United States, present law (in sec. 1481) provides that the repayment
is to be excluded from the contractor’s or subcontractor’s income for
the prior year or years in which it previously was reported for tax
purposes.-. This treatment is available, however, only where there is
a repayment to the United States or one of its agencies. It does not
apply in the case of a repayment required of a second-tier subcon-
tractor to a first-ticr subcontractor.

Elsewhere in this bill (see par. (¢) in the discussion on scc. 64)
your committee for subcontracts entered into before January 1, 1958,
made provision for the type of case described above.. In those cases
it pormitted the second-tier subcontractor to compute his
income for the current year, ecither by taking the repaymont
as o deduction in that year or by reducing his tax for that year
by the amount of tax paid in carlier years with respect to
the amount now being repaid. From the standpoint of the second-
tier subcontractor, this is, of course, appropriate tax treatmont
although it does not require the first-tier subcontractor, who received
the repayment from tim gecond-tier subcontractor, to report this
repayment as incomo in the same year as it is deducted by tho second-
tier '‘subcontractor. While it appears inappropriate to impose an
additional tax in such a case upon the first-tier subcontractor on a
retroactive basis, your committee helieves that, as a prospective rule,
this obtains the correct result,

Therefore, your committce has added a new section to the chapter
dealing with the recovery of excessive profits on Government contracts
(ch. 4, in which scc. 1482 is added). In this provision, your committee
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provides that, where there is a repayment from one party to another
under a subcontract subject to statutory renegotiation, the tax of the
party making the repayment is to be reduced and the tax of the party
receiving the repayment is to be increased for the year with respect to
which the payment was originally made. The amount of the decrease
and increase in tax in these two cases is to be determined by making
a recomputation of tax for the prior year or years. However, for
purposes of determining when the statute of limitations expires with
respect to this repayment (and also with respect to other provisions
of the internal-revenue laws), this amount is to be considered an over-
payment or underpayment in the year in which the repayment is
made: This provision does not apply in cases where the repayment
is made to the United States, since this type of case is already covered
by present law (sec. 1481), '

This provision is made effective with respect to subcontracts entered
into after December 31, 1957.

Section 67—-Revocation of election permitting certain proprietorships and
partnerships to be taxed as corporations

Present law (gec. 1361) permits certain proprietorships and partner-
ships with 50 or less members to elect to be treated for tax purposes
as corporations. This privilege is limited to those businesses where
capital is a material income-producing factor or where 50 percent or
more of the gross income consists of gains, profits, or income derived
from trading as a principal or from certain types of brokerage com-
missions., )

(a) Deletion of House provision repealing section.—The House bill
repeals section 1361 effective with respect to taxable years beginning
after December 31, 1957, The reasons given were that this provi-
sion had proved difficult to apply in actual practice because of the
complexities which can arise in such problems as how to treat undis-
tributed earnings and profits after a proprietorship or partnership has
been taxed under this provision for a period of time and then subse-

uently becomes taxable as a proprietorship or partnership again.
t was also pointed out that it had not been possible as yet to prepare
eithier final or tentative regulations on this section.

Your committee believes that many of the problems with this pro-
vision will be resolved with the preparation of regulations on this sec-
tion indicating in more detail how the provision will be applied. It
recognizes, however, that problems may still exist and that as a con-
sequence further legislative action may subsequently be required with
respect to this provision. Your committee believes, however, that
this provigion is important to small business and is likely to be ex-
tonsively used when taxpayers can be sure of the tax consequences of
making this eloction. For that reason your committeo has rein-
stated this provision.

(b) ILlections to apply provision wn prior years.—This provision
Provides that an election to come under the corporate treatment must
be made in accordance with regulations prescribed by the Secretary
or his delegate not later than 60 days after the close of any taxable
year, Howover, the Treasury Department was not able to issue
regulations under section 1361 before the last day (March 1, 1955)
on which this election could be made for 1954, As a result, it issued
Treasury Decision 6124 on February 24, 1955, which permitted tax-
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payers to make a binding election within a 60-day period after the
close of the taxable year. It was provided, however, that this elec-
tion would not be valid unless perfected by the filing of an amended
return on or before the last day of the third month following the
month in which the final regulations are published.

To make certain that an election under this section will not be bind-
ing on the taxpayer before the final regulations under this section are
published, the House bill provides a specific statutory substitute
for Treasury Decision 6124. First, it provides that an election to be
taxed as a corporation under section 1361, which is filed in accord-
ance with regulations prescribed by the Secretary or his delegate, is
to be treated as a valid election. However, it further provides that
a valid election may be subsequently revoked at any time after the
enactment of this bill and a period ending 3 months after final regula-
tions are published on section 1361. gu_ch & revocation, if made,
would be effective for all years to which the election applied. Your
committes has accepted without substantive change this House
provision relating to the election.

Section 68— Election of certain small-business corporations

In 1954, Congress enacted legislation permitting proprietorships
and partnerships to elect to be taxed like corporations (sec. 1361).
At the same time, the Senate passed, but the Congress did not enact,
a provision which would, at the election of the stockholders, permit
corporations to forego the payment of any tax and require their share-
holders to report the corporate income (whether or not distributed)
as their own for tax purposes. _

Your committee believes that the enactment of a provision of this
type is desirable because it permits businesses to select the form of
business organization desired, without the necessity of taking into
account major differences in tax consequence; In this respect, a pro-
vision to tax the income at the shareholder, rather than the corpo-
rate, level will complement the provision enacted in 1954 permitting
proprietorships and partnerships to be taxed like corporations. Also,
permitting shareholders to report their proportionate shaie of the
corporate income, in lieu of a corporate tax, will be a substantial aid
to small business. It will be primarily beneficial to those individuals
who have marginal tax rates below the 52-percent corporate rate (or
3(-percent rate in the case of the smaller corporations) where the
earnings are left in the business. Where the earnings are distributed
(and are in oxcess of what may properly be classified as salary pay-
ments), the beuefit will extend to individuals with somewhat higher
rates since in this case a “double” tax is removed: - The provision
will also be of substantial benefit to small corporations realizing losses
for a period of years where theroe is no way of offsetting these losscs
againgt taxable income at the corporate level, but the shareholders in-
volved have other income which can be offsot against these losses.
In this connection it should be noted that the President’s Cabinoct
Committee on Small Business and the President in his budget message
this last January recommended a geveral provision of this type for
the benefit of small business.

To permit shareholders in small-husiness corporations, in lieu of
payment of the corporate tax, to elect to be taxed directly on the
corporation’s earnings, your committee has added a new subchapter
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_ (subch. S, secs. 1371-1377) to the code. Where the tax treatment
provided by this subchapter is elected, the shareholders include in
their own income for tax purposes the current taxable income of the
corporation, both the portion which is distributed and that which is
not. Neither type of income in this case is eligible for a dividend
received credit or exclusion, since it has been subject to no tax at the
corporate level, Generally, this income is breate({ as ordinary income
to the shareholder without the retention of any special characteristics
it might have had in the hands of the corporation. This rule has been
adopted so that this provision can operate in as simple a manner as
possible. Long-term capital gains, however, arce an exception to this
gencral rule. In the case of these long-term capital gains the.char-
acter carries over to the shareholder level.

Where a sharcholder has been taxed on corporate carnings which
were not at that time distriuted, and then the corporation in a
subsequent year distributes these earnings to such sharcholders no
further tax is required from the sharcholder at that time, since these
earnings have already been taxed to him in a prior year. Once all such
earnings have been distributed, if further distributions are then made,
and the corporation had earnings and profits before it elected this
special tax treatment, then such distributions are to be taxed to the
sﬁareholders in the same manner as ordinary dividends from
corporations. "

Under this provision the net operating losses of the corporation
currently also are passed through to the sharcholder. Thus, at the
corporate level where this special treatment is elected, there is no
earryover or carryback of operating losses to or from a- year with
respect to which this special treatment has been clected.: At the
individual level these “distributed” corporate losses are to be treated
in the same manner as any loss which the individual might have from
a proprietorship; that is, they first offset income of the individual, in
that year (whether or not derived from. another business) and then
any oxcess of these losses may be carried back and offset against
the individual’s income in prior years and, if any losses still remain,
they may’ be carried forward and offset against his income in
subsequent years. ;e

Where this special treatment has been elected the basis of a share-
holder’s stock is increased for any of the eorporate earnings taxed
to him which are not then distributed, although this basis 18 subse-
quently reduced if these taxpaid corporate earnings arve distributed.
Tho basis of the stock of a sharcholder is also reduced for any cor-
porate losses which are passed through to him, The losses that he
may take, however, are limited to the basis he lhas for the stock.
Thus, his basis for the stock cannot be reduced below zero.

The right to cleet the treatment provided under this new sub-
chapter is limited to what are defined as small business corporations.
These corporations must be domestic corporations which are not
eligible to file a consolidated return with any other corporation.
Also, they must not have more than 10 sharcholders, their share-
holders must all be individuals (or an estate), no nonresident aliens
may be sharcholders, and the corporation may not have more than
one class of stock,

An clection may be made to apply the tax treatment provided by
this new subchapter only if all of the sharcholders consent to this
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election, For this purpose the sharcholders are those of record as of
the first day of the taxable year in question, or if the election is made
after that time, shareholders of record when the election is made.
An election to come under this provision must bhe made in a two
months interval, either in the first month before the beginning of the
taxable year for which the clection is to be made or in the first month
of that year. (A longer period of time, up to 90 days after the date
of enactment of this bill, is allowed for the first taxable year beginning
after December 31, 1957.)  Once this provision is elected it is effective
not only for the taxable year but also for all subsequent years although
this election may be terminated.

The election to the tax treatment provided by this subchapter can
be terminated in any one of several ways. First, the election is
terminated if a new person becomes a shareholder of the corporation
and he does not consent to the election. Second, the election can be
torminated if all of the shareholders consent to its revocation. A
revocation, however, is effective only with respect to subsequent years
unless it is made in the first month of the taxable year. Third, the
election as to the treatment under this new subchapter is to be termi-
nated if the corporation ceases to qualify as & small-business corpora-
tion; that'is; if the corporation no(}
small business corporation, such as having not more than 10 share-
holders or having no nonresident alien as a shareholder. Fourth,
the election to be taxed under this new subchapter terminates if the
corporation derives more than 80 percent of its gross receipts from
sourcés outside the United States and, fifth, the election terminates
if more than 20 percent of the corporation’s gross receipts are derived
from interest, dividends, rents, royaltics, or other forms of passive
income.

In order to prevent a corporation from electing in and out of the
application of the provisions of this new subchapter, a limitation has
been added providing that if a corporation has made an election under
this subchapter, and if this election has been terminated or revoked,
the corporation (or any successor) is not to be eligible to elect this
treatment until its fifth year after the beginning of the year in which
the termination or revocation is effective. However, the Scerotary
or his delegate is given the authority to make exceptions to this
limitation,

This provision is to be effective with respect to taxablo years begin-
ning aftor December 31, 1957.

Section 69—Period of limitation for filing clavm for credit for State
death taxes

Under present law o credit is allowed against a portion of the
tentative Iederal ostate tax for Stato death taxes. 'These State
death taxes generally must be paid within 4 years after the estate tax
return is filed to be eligibile for this credit., However, if an extonsion
of time is granted to pay the Federal estate tax, the State death taxes
neced not be paid until after this period of extension. Similarly, if a
petition for redetermination of a deficiency is filed with the Tax Court
within 90 days after notice of a deficioncy is mailéd, the State death
taxes need not be paid until 60 days after the Tax Court’s decision
- becomes final in order to be eligible for credit against the estate tax.
However, if the Federal estate tax is paid and then a refund claim is

onger meets the requirements of a_

!
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subsequently filed, no extension of time is available under existing law
for the payment of State death taxes.

Your committee agrees with the House that this discriminates
against those who initially pay a disputed amount and then file claim
for refund. As a result, both the House bill and your committee’s
action provide that where timely claims for refund have been filed
with respect to Federal estate taxes, credits for State death taxes can
still be claimed if these taxes are paid within the 4-year period provided
by law or before thesexpiration of 60 days after the Treasury Depart-
ment has notified the taxpayer of the disallowance of part or all
of his claim, or are paid within the 4-year period or before the expira-
tion of 60 days after a final decision of a court acting upon this claim,
whichever is later. This amendment is made both to the 1954 Code
(sec. 2011 (c)) and to the 1939 Code (sec. 813 (b)).

The amendment to the 1939 Code is applicable to estates of de-
cedents dying after February 10, 1939, and on or before August i6,
1954, The amendment made to the 1954 Code is applicable with
respect to estates of decedents dying after August 16, 1954.

This provision is expected to result in a negligible revenue loss.

Section 70— Estate tax in case of reversionary or remainder interest in
property '

Under present law an executor may, by posting an appropriate
bond, postpone the payment of Federal estate tax on reversionary or
remainder interests until 6 months after the termination of any pre-
ceding interests in the property. Where this election is made, State
or foreign death taxes which are attributable to the reversionary or
remdiinder interest are allowed as a credit against the Federal estate
tax if they are paid and credit is claimed for them within 60 days after
the termination of the preceding interests in the property.

The report accompanying the House bill points out that in some
cases these 6-month and 60-day periods are too short a time to make
the required payments of Federal and State taxes. For example, the
settlement of accounts of a substantial and complicated trust may be
required upon its termination before the executor obtains possession
of the reversionary or remainder interest. In such cases, the payment
of the State or foreign death taxes within the 60-day period may be
impossible or result in undue hardship. :

The House bill amends both the 1954 Code and the 1939 Code to
extend, in the above types of cases, the time for payment of Federal
estate taxes, and the time for paying and crediting State and foreign
death taxes. Your committee has accepted these amendments
without change, ‘

The 19564 Code (sec. 6163) is amended to permit the Treasury
Department, where payment at the end of the present period of
postponement will result in undue hardship, to extend the time for
payment for additional periods not to exceed 2 years. A corresponding
amondment to the 1939 Code (sec. 925) extends a similar benefit to
tho cstates of decedents who died during the Feriod covered by the
1939 Code. The extensions authorized by these amendments are
applicable only if the present period of postponement has not expired
prior to the date of enactment of this bill,

In cases where the above hardship extension for the payment of
the Federal estate tax has been granted, the bill (in sec. 2015 of the
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1954 Code and sec. 927 of the 1939 Code) extends to the expiration
of the Speriod covered by the hardship extension, the time within
which State and foreign death taxes attributable to the reversionary
or remainder interest can be paid and credit for them claimed against
the Federal estate tax. ,

Other technical or conforming amendments include—

(1) an amendment to the 1939 Code (sec. 926) to insure the
Government the right to require surety bond for the payment of
the tax at the end of the hardship extension; and

~ (2) an amendment to the 1954 Code (sec. 6601 (b)) to insure

that the 4-percent interest rate, effective during the present period
of postponement, will continue during the periog of hardship
extension,

The amendments (sec. 6163 of the 1954 Code and secs. 925 and 926
of the 1939 Code), which extend the time in hardship cases for paying
Federal estate tax, apply only if the prior interests in the propert,
did not terminate before the {eginning of the 6-month period whic
ends on the date of the enactment of this bill. The amendments
(sec. 2015 of the 1954 Code and sce. 927 of the 1939 Code), which
extend the time for claiming credit for State and foreign death taxes,
apply only if the prior interests in the (})roperty did not terminate
before the beginning of the 60-day period which ends on the date of
enactment of this bill. The amendment to the 1954 Code (sec. 6601
(b)) which relates to the continuation of the 4-percent interest
charge in the case of hardship extensions of time is effective with
respect to cstates of decedents dyingry after August 16, 1954, the
genefal rule of the 1954 Code applicable to the estate tax.

This provision is expected to result in a negligible revenue loss.

Section 71-—Retirement annuities excluded from gross estate

Present law (in sec. 2039 (c¢)), to the extent attributable to contribu-
tions of the employer, excludes from the estate-tax base the value of an
annuity or other payment reccivable by & beneficiary under an em-
ployce’s trust which is part of a plan meeting the requirements of
‘“section 401 (a)” or under a retirement annuity contract purchased
}l)y a(n)ogng)l’?yer under a plan meeting the requirements of ‘“‘section

01 (a) (3).

Thus, in the case of an employeo’s trust this exclusion is available
only if that trust meots all of the requiremonts imposed for income tax
purpozes with respect to a “qualified plan,” that is, requiremoents
itend:d to prevent discrimination in favor of employces who ero
officers, shareholders, supervisory or highly compensated employces.
In the coase of rotiremont annuity contracts, however, the present
statute literally vequires only that the annuity contract be purchased
uder a plan meeting one of these requirements to qualify for this
exclusion from the estate-tax base, that is, the requirement of sec-
tion 401 (a) (3). _

The House bill makes it clear that the exclusion from the estate-tax
base is to be available in case of an annuity contract only if it is
purchased under a plan meeting all of the requirements of soction
401 (a) required of an annuity plan which is & “qualified plaa’’ for
income tax purposes, that is, the requirements of section 401 (a) (3),
4. (5), an(F (6). Your committee concurs in this change.

This scction applies to decedents dying after December 31, 1953,

28508-—-58——T7
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Section 72—G1ift tax not to apply to election of survivor benefits under cer-
tain qualified plans

By the enactment of section 2039 of the 1954 Code, Congress added
a new section to the internal revenue laws generally providing that
the value at the decedent’s death of a joint and survivor annuity pur-
chased by the decedent’s employer (or one to which both the decedent
and the employer made contributions) was includible in the decedent’s
gross estate and, therefore, subject to estate tax. Subsection (c) of
section 2039, however, provided an exception to this general rule,
This subsection provided that the portion of the survivor %eneﬁts pay-
able under certain qualified pension, stock bonus, or profit-sharing

lans which is attributable to the employer’s contributions is exclude
rom the employee’s gross estato for estate tax purposes.

Your committee agrees with the House that similar treatment to
that outlined above should he made available in the case of the gift
tax. Thus, your committee believes that the mere designation of a
survivor beneficiary under a qualified plan should not result in the
imposition of a gift tax when the survivor benefits are of such a nature
that they would not be includible in the employee’s gross estate for
estate tax purposes.

The House bill adds a new section 2517 to the code which provides
that the exercise or nonexercise, by an employee of an election as to
survivor benefits is not to give rise to a gift tax where the annuity or

engion rights are under an employee’s trust or annuity contract which
18 qualified under section 401 (a). This exclusion is not to apply to
the extent the annuity or pension is-attributable to contributions made
by the employee. Thus, this exclusion is compsarable to the exclusion
under the estate tax law provided by section 2039 (c).

The House provision applies to the calendar year 1955 and to
all subsequent calendar years, the general gift tax effective date for
the 1964 Code. -

Your committee has accepted the House provision and the effective
date proyided therefor. Ilowever, because many belicve that it was
not clear prior to the enactment of the 1954 Code whether the designa-
tion of a survivor annuitant under a qualified annuity was subject to
either the estate tax or to the gift tax, your committee has added a
{)roviso to tho effective date. This provides that, for calendar years
vefore 1955, the determination of whether the exercise (or non-
exercise) of an olection to designate a survivor annuitant under a
qualified annuity as being subject to the gift tax is to be made as if the
now section 2517 had not heen enacted and without inferences drawn
from the fact that this section is not made applicable to calendar
years before 1955,

This provision is expected to result in a negligible revenue loss,

Section 78-—0.ASI coverage for employees of foretgn subsidiaries

This section of the House bill, which fyour committee has accopted
without change, amends the heading of section 3121 (1) (3) of the
code relating to agreements entered into by domestic corporations for
the purpose of extending old-age and survivors insurange coverage ta
service performed by certain employees of foreign subsidiaries. The -
section corrects a typographical error in the heading by changing the
word ‘“‘Be’ to “By.”
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Section 7/—Federal service

This section of the House bill, which your comunittee has accepted
without change, amends the last sentence of section 3122 relating to
the collection and payment of employment taxes with respect to
Coast Guard exchanges. It strikes out erroneous references to “this
subsection’’ and inserts the words “this section.” '

Section 76—Acts to be performed by agents

This section of the House bill amends the first sentence of section
3504, relating to acts to be performed by agents in the case of employ-
ment taxes, =It strikes out an erroheous reference to ‘‘this subtitle’”
and inserts in place of this a reference to ‘‘this title.” Your committee
has accepted this provision without change.

This provision is effective with respect to remuneration paid after

December 31, 1954,

Section 76—Persons required to make returns with respect to income
earned abroad

Present law (sec. 911 (a) (1)) provides an unlimited exclusion from
gross income for compensation for personal services earned outside
of the United States by a United States citizen who is a bona fide
resident of a foreign country. Present law (sec. 911 (a) (2)) also pro-
vides an exclusion of up to $20,000 a year for personal-service income
earned abroad by a United States citizen who is present in a foreign
country at least 510 days out of 18 months. Taxpayers have not
been required to report these excludable amounts in either income-
tax returns or in information returns.

Apparently, the scope of these earned-income exclusions provided
for citizens abroad has been misunderstood. Some citizens have
assumed that the exclusions apply to income carned abroad, whether
or not they qualify as bona fide residents of foreign countries or are
present in foreign countries 17 out of 18 months. In other instances
citizens have mistakenly assumed that the exclusions apply to all
items of income derive({f 'om sources outside of the United States.
Types of income which are subject to United States tax, but which
taxpayers frequently assume are not, include investment income,
income from a taxpayer’s business to the extent it is attributable to
capital and not to personal efforts, and earned income in excess of
the $20,000 excludable where an individual is in a foreign country
17 out of 18 months but is not a bona fide resident of that country.
In addition, in the case of those who are abroad much of the time,
some have the mistaken notion that, in theiv cases, income from
rersonal services rendered in the United States is not subject to

nited States tax.

Beceause of this confusion as to the tax status of these various types
of income, the Internal Revenue Service has found it difficult to
adminigter the exemptions provided by section 911, The possibility
that honest errors will oceur is, of course, increased by the fact that
citizens residing abroad necessarily have less readily accessible sources
of information for determining the tax liability. Moreover, surveys
made suggest that income of those residing abroad is escaping taxation
and that remedial action is needed. It is believed that much of the
difficulty stems from the fact that where taxpayers believe the exclu-
sions to be applicable, they are at present reporting no information
relative to tho income, which means that the Internal Revenue Service
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has little or no information available to it for determining whether the
exclusions are properly allowable.

Your committee concurs in the House view that citizens residing
abroad should be required to make returns in which they report their
income in the same manner as other taxpayers whether or not they
belicve this income to be excludable from taxation under section 911,
To provide for this the House amends.the code (see. 6012) to provide
that in determining whether a taxpayer has $600 or more of gross
income and, therefore, has to file a return, gross income is to include
earncd income excludable by reason of having been earned outside of
the United States in the manner provided by section 911, Your com-
mittee has accepted this provision without change.

Under the bill income excludable under section 911 will be required
to be treated as gross income only for purposes of determining whether
a tax return must be filed. This will not deprive a United States
citizen of any exclusion to which he is entitled and will have no effect
apart from the requirement for filing returns and the administrative
provisions relating to the filing of returns. It is expected, however,
that the Treasury Department will exercise existing authority to re-
quire all taxpayers who have income excludable under section 911 to
report this income on tax returns in sufficient detail, and with suflicient
information to support their claim for an exclusion.

Under the House bill this provision is effective with respect to
taxable years beginning after December 31, 1956. Your committee
has advanced this date 1 year. Therefore, in the case of calendar
year returns the new provision will first apply to those filed for the
calendar year 1958.

This provision is expected to result in an increase in revenue over
the long run but is of such a nature that estimates of current revenue
gain cannot be made.

Section 77—LLlection to make joint return after filing separaic return

The House bill amends the code (see. 6013 (b)), which relates to the
right of taxpayers to file joint returns within a certain time after having
previously filed separate returns. In subparagraph (C) of paragraph
(2) of that subsection a reference is made to a petition filed with the
Tax Court within the time prescribed in “such section,” which tech-
nically is section 6212, whereas it should be section 6213. The House
bill corrects this reference and your committee has accepted the
House provision.

Section 78 —Returns treated as declarations of estimated tax by individuals

The bill corrects a technical omission in section 6015 (f) of the 1954
Code. That subscction now provides that a tax return filed by
January 31 (or February 15 in the case of a farmer) will be a sub-
stitute for, or an amendment of, a declaration of estimated tax for
the preceding year. However, if the taxpayer has & taxable year
ending at any time other than December 31 these are not the appro-
priate dates, The bill substitutes dates having the same relation
to any fiscal year as January 31 or February 15 has to the calen-
dar year. Your committee has accepted this amendment,

Section 79—Publicity of exempt organization information

Congress in the Revenue Act of 1950 required certain tax-exempt
educational and charitable organizations to file additional annual
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information to be made available to the public. For the most part,
the organizations required to supply this public information are what
are commonly referred to as educational and charitable foundations,
The type of information made available to the public under this pro-
vision includes the organization’s gross income, expenses attributable
to this gross income, disbursements out of income for its exempt
purpose, accumulations of income, aggregate accumulations as of the
beginning of the year, disbursements out of principal, and a balance
sheet. In addition to the annual information returns which must be
filed by some of the tax-exempt organizations, applications are re-
quired of most organizations claiming exemption in order that the
Internal Revenue Service may determine whether or not they are
exempt. These applications which are filed only at the time the
organization applies for a ruling as to its exempt status, are not
presently available to the public.

(@) Publicity of applications.—'The House in this bill provides that
the applications for exemption of these organizations, as well as other
organizations described in section 501 (¢) and (d), are to be made
available to the public when the exemption has been granted.  Your
committee agrees with the House that making these applications
available to the public will provide substantial additional aid to the
Internal, Revenue Service in determining whether organizations aro
actually operating in the manner in which they have stated in their
applications for exemptions. It therefore has accepted this provision
of the House bill.

The organizations, the applications of which will be made available
to the public, include the following: so-called investment income
holding companies for other exempt organizations; educational, chari-
table, religious, ete., organizations; civic leagues, social welfare organi-
zations, and local welfare employee associations; labor, agricultural,
and horticultural organizations; business leagues, chambers of com-
merce, ete.; social clubs; fraternal beneficiary societies; certain volun-
tary employees’ life, sickness, accident, and other benefit associations
(including Government employee associations); local teachers’ re-
tirement fund associations; local benevolent life-insurance associations
and mutual or cooperative irrigation, electric, telephone, and like
companies; nonprofit cemetery companies; nonprofit credit unions;
mutual insurance companies, other than life or marine, whose gross
receipts are not in excess of $75,000; corporations organized by exempt
farm cooperatives to finance crop operations of members; communal-
type religious or apostolic organizations; and United States Govern-
ment instrumentalities,

The House provision to which your committee has agreed provides
(sec. 6104 (a)) for public inspection of the applications for exemption
of organizations described in section 501 (¢) or (d) which are exempt
under section 501 (a). The applications for exemption filed by these
organizations (including not only those filed in the future but also
those which have been filed in the past), together with any papers
submitted by the organization in support of the application, are to
bo made available for public inspection at the national office of the
Internal Revenue Service. In addition, in the case of applications
filed after the date of enactment of this bill, copies of these applications
(but not necessarily attachments, such as bylaws, charters, etc.) are
to be open for public inspection at the field offices where the appli-
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cations are filed or in the district where the organizations are located.
It is your committee’s understanding that this provision will not re-
quire any change in the current practice of the Internal Revenue
Service in granting blanket exemptions to certain associations of
religious organizations.

In addition, the new provision specifies that, after these applica-
tions have been made available to the public, the Treasury Depart-
ment is, upon request, to indicate the subsection and paragraph of
section 501 under which any organization is exempt.

The bhill, however, makes provision for the withholding from the

ublic of certain information the public disclosure of which might he
wrmful to the organization or to the national defense. Under this
paragraph it is provided that, upon réquest by an organization, the
Seeretary shall withhold from public inspection any information con-
tained in supporting papers submitted by the organization which he
determines relates to trade secrets, patents, processes, styles of work,
or apparatus of the organizations if he also determines that the public
disclosure of this information would be detrimental to the organiza-
tion. The Secretary or his delegate is also required to withhold from
public inspection any information contained in supporting papers filed
with exemption applications the public disclosure of which he deter-
mines will adversely affect the national defense.

(b) Imspection by committees of Congress.—In the past, cofhmittees
of Congress in their investigations of tax-exempt organizations have
found that the sections of the law authorizing them to inspect tax
returns did not also authorize them to inspect the exemption applica-
tions of organizations qualifying under scetion 501 (¢) or (d).

Therefore, the House bill (by amendment to see. 6104 (a)) provides
that the applications for exemption of organizations described in
secetion 501 (¢) or (d), together with any other papers in the posses-
sion of the Treasury Departiment which relate to these applications,
arc Lo be treated as il they were returns for the purposes of sec-
tion 6103 (1) of the code. Your committee has accepted this
provision. .

Scetion 6103 (d) authorizes the Treasury Department to furnish
certain committees of Congress, sitling in executive session, any in-
formation contained in, or shown on, any returns. The committees,
cither directly or through examiners or agents, are also authorized to
inspect any and all returns, The committees referred to are the
Committee on Ways and Means of the House, the Committce on
Finance of the Senate, the Joint Committee on Internal Revenue
Taxation, and also select committees of the Senate or House which
are authorized to investigate returns by a resolution of the Senate or
House (or joint. committees so authorized by concurrent resolution).

(¢) Annual information returns.—"The House bill also makes one
amendment relating to the annual information returns available to
the public which are filed by certain educational and charitable organ-
izations. Tn addition to the type of information already required to
be submitted on these returns and made available to the public (see
listing above), these organizations will also be required to make avail-
able to the public.on their annual information returns the total of the
contributions and gifts they have received during the yoar. Your
commitice also has accepted this requirement, This is added by the
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House bill because information as to the total contributions and gifts
received is essential to any proper analysis of these organizations.

It should be noted that this refers merely to the total contributions
and gifts received. Thus, it will not be necessary to submit lists of
contributions made by individual contributors.

In its hearings the attention of your committee was called to the
fact that in the case of some tax-exempt charitable organizations,
contributions are made to the organization in the form of used cloth-
ing, second-hand household furmshings, etc. These articles are then
repaired by handicapped persons and resold. It was pointed out that
it would be diflicult, if not impossible, to value sncL articles as re-
ceived. Your commitltee suggests that in such cases the total gifts
and contributions may be estimated, however, by reducing total sales
of such articles, by selling costs, repair costs, cte.

(d) Effective dale.—Both the House bill and your committee’s
action provide that the amendment made with respect to publicizing
the applications for exemption and also making these applications
and other related material available to committees of Congress
are to take effect on the 60th day after this bill is enacted. The
amendments made with respeet to the additional information to be
required on annual information returns of certain educational and
charitable organizations under the House bill would apply to taxable
years ending on or after December 31, 1957, but under your com-
mittee’s action are to apply to taxable years ending on or after De-
cember 31, 1958,

Section 80—Address for notice of deficiency

Section 6212 (a) of the code authorizes notices of deficiency ““in
respect of any tax imposed by subtitle A”’ (which includes chs. 1 to 6).
However, subsection (b) of that scction refers to the addresses-of
notices “‘in respect of a tax imposed by chapter 1.” The House
provision, which your committee has aceepted, changes “chapter 1”
to “subtitle A”’ in subsection (b).

Section 81—Release of lien or partial discharge of property

Present law (sec. 6325 (b)) provides that any part of property
subject to a-tax lien may be discharged if the value of the property
remaining subject to the lien is at least twice the amount of the tax lien
and any prior iicns. Special estate-tax and gift-tax liens, however, are
indefinite in amount, applying vot only to the tax now known to be due,
but, also, to amounts which are determined later.  Therefore, the 1939
Code did not require retention of property equal to twice the amount
of the lien in these cases, but provided that any or all of the property
subject to one of these liens could be discharged if the Secretary or his
delegate found that the tax liability had: been “fully discharged or
provided for.” This rule was inadvertently eliminated in the rear-
rangement under the 1954 Code.

The House bill restores this rule of the 1939 Code (in & new subsee.
(c) in see. 6325), and your commitice has agreed to this change.

Section 82— Correction of references to United States attorneys

"T'his provision of the House hill, which your committee has accepted,
corrects certain provisions of the code by changing references to
“United States district attorney” to “United States attorney’ to
conform with presently established nomenclature,
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Section 83—Conveyance of title

This provision of the House bill, which your committee has ac-
cepted, amends section 6339 (b) (2) of the code, relating to convey-

ance of title, to correct a grammatical error in the heading by changing
the word “OF” to “AS.”

Section 84— Request for prompt assessment

(@) Corporations which are dissolved, or in process of dissolution.—
Present law (in sce. 6501 (d)) provides that an executor may request
prompt assessment of any taxes (other than estate taxes) owed by the
decedent or by the estate during the period of administration, and that
a corporation which expects to be dissolved within 18 months may
request a prompt assessment of taxes owed by it. The House bill pro-
vides that such a request can also be made by a corporation which is in
process of dissolution, or has heen dissolved, at the time the request is
made. Your committee has accepted this amendment.

(b) Siz-year statute.—Present law (sec. 6501 (d)) also provides, in
general, that, if proper requests for prompt assessment have been
made, the tax must be assessed within 18 months after the request
was filed, rather than within the usual 3 years. However, the usual
3-year period for assessment is extended to 6 years, where there has
been an omission of 25 percent of gross income (or 25 percent of the
value of gifts) or where a personal holding company has not filed
the required information schedule. Uuder present law, the 18-month
period after a request for prompt assessmont is not, however, expressly
extended. The House provision, to which your committee agrees,
specifically provides a 6-year period for assessment in such cases, not-
withstanding the filing of a request for prompt assessment.

Section 86—-Limilations on assessment and collection

(@) Trusts filing information returns.—Present law provides that if
an organization believed to be exempt is found to be taxable as
a corporation, the period of limitation for assessment is to begin to
run from the date an information return required of exempt organiza-
tions was filed by that organization. Such an organization may be
taxable as a trust, however, instead of as a corporation. The House
bill (see. 6501 (g) (2)) starts the period of limitation on the date the
information return was filed whether the organization is a corporation
or a trust. Your committee concurs in this amendment,

(b) Years to which carrybacks are applied.—A rule in the 1939 Code
provided that where a net operating loss was carried back to reduce
the income of an ecarlier year, any deficiency for that earlier year
attributable to the carryback could be assessed at any time » deficienc
for the subsequent year of the loss could be assessed. This rule, which
was inadvertently omitted from the 1954 Code, was restored by the
House bill. Thus, for example, if a 1956 loss is carried back to offset
the income of 1954, a deficiency for 1954 could, in general, be assessed
within 3 years after the return for 1956 was filed. Your committeo
has accepted this provision.

Section 86—Limitations on credit or refund

(@) Period for filing claim.—Under present law a claim, to be valid,
must in general be filed within 3 years from the due date of the return,
without regard to any period of extension granted for the filing of the
return (or within 2 years from the time of tax payment, whichever is
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later). However, the rule with respect to assessments is that the
period of limitation is 3 years from the date the return was actually
filed, whether or not filed when it was due. To correlate these rules
the House bill (by amending sec. 6511 (a)) provides that a claim for
refund or credit of any tax may be filed within 3 years from the time
the return was actually filed (or, as under present law, within 2 years
from the time of payment, whichever is later). Your committes has
accepted this change. -— ,

(b) Limsit on credit or refund.—Present law as one alternative pro-
vides that the amount of any credit or refund allowed cannot exceed
the portion of the tax paid within a period of 3 years immediately
preceding the filing of the claim. To correspond with the amendment
-desceribed above, the House bill provides that in such cases the amount
to be refunded or credited is not to exceed that portion of the tax
which was paid within a period of 3 years preceding the filing of the
claim plus the period of any extension of time for filing the return.,
Your committee has accepted this change.

(¢) Period for met operating loss carryback.—The House bill (by
amending see. 6511 (d) (2) (A)) also changes an erroncous date with
respect to periods of limitation for credit or refund in the case of.net
operating loss carrybacks. Present law provides that a valid claim
for the refund of a tax for a year to which a net operating loss is
carried back may be made on or before the “15th day of the 39th
month’ after the end of the taxable year of the net operating loss.
Thus, if a net operating loss for the calendar year 1956 is carried back
to 1954, under presenb%&w a valid claim may ?)e filed within the period
ending March 15, i960. In the case of individual returns, however,
the filing date is not March 15 but April 15, The House bill therefore
changes the reference from the ‘“15th day of the 39th month’ to the
“15th day of the 40th month’ for individuals and your committee
has accepted the change.

Section 87-—Correlation of interest where overpayment of tax is credited
against underpayment of tax

(a) QGeneral correlation of interest.—Under present law situations can
arise where, even though underpayments and overpayments offsct each
other, the Internal Revenue Service collects more interest than it pays
or the taxpayer is entitled to more interest than he owes the Govern-
ment.  Section 6611 (b) (1) of the code provides, for example, that
interest on an overpayment which is credited against an additional
assessment is to be allowed from the date of the overpayment to the
date of the assessment. However, interest on an additional assessment
which is offset against an overpayment runs from the due date of the
return until the credit is scheduled, which may be long after the date
the interest on the overpayment is cut off by the assessment of the
additional amount. In such cases, although the underpayment and
overpayment offset oach other, the Internal Revenue Serviee collects
more interest than it pays. On the other hand, wherc a taxpayer
agrees to & determination and signs a waiver of the restrictions on an
assessment, interost on an overpayment may run during the period
between the 30th day after the walver and the issuance of notice and
demand while interest on an offsetting deficiency may be suspended.
In such a case it is the taxpayer who is entitled to more interest than
hshowenven though the overpayment and underpayment offset cach
-other,
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The House bill eliminates these erratic differences of present law by
terminating the interest both as to the overpayment and underpay-
ment during any period of time to the extent they offset each other,
except that interest on a deficiency will be charged for any period
during which interest on the overpayment would not have been
allowed if the overpayment had not been credited against the defi-
ciency. This change is made both in the 1954 Code and in the 1939
Code. Your committee has accepted this change. The House bill
makes the amendments to both the 1954 and 1939 Codes effective
with respecet to overpayments credited after the date of enactment of
thisbill. However, your committee’s action makes these amendments
eﬁ'egtive with respect to overpayments credited after December 31,
1957,

(b) Interest attributable to net operating loss carryback in transition
years affected by the 1964 Code.—Prior to the adoption of the 1954
Code a net operating loss could be carried back only to the year
immediately before the loss year. The 1954 Code, however, provided
a 2-year carryback. Thus, situations arose where under the 1939
Code law a loss was carried back 1 year and offset against income,
whereas after the adoption of the 1954 Code the loss should have
been carried back 2 years. As a result, a deficiency arose in the first
prior year, which bore interest, but by specific statutory provision no
interest was payable on the overpayment in the second prior year,
The House bill stops interest on deficiencies in cases-of this type for
periods where there are corresponding overpayments for which no
interest is payable. Your committee has accepted this amendmeont.

This amendment is to apply to deficiencies in the first taxable yecar
before a year ending after December 31, 1953, and before August 17,
1954, and overpayments in the second prior year,

Section 88— Interest on underpayments

It has been contended that interest to be collectible must be assessed
within the limitation period for the assessment of the tax on which the
interest has accrued. The House bill makes it clear (by providing
an.exception to the general rule of section 6601 (f) (1)) t{at interest
may be assessed and collected at any time during the time when the
tax involved may be collected. Your committee has accepted this
clarification.

Section 89— Failure to file certain information returns

The bill amends section 6652 of the code, relating to additional
amounts assessed for failure to file certain information returns., It
makes it clear that the additional amount will apply if the required
returns are not filed within the time prescribed, and the taxpayer can
show no reasonable cause for failure to file on time. 'The language of
existing law can be interpreted as applying only to failure ever to filo
such returns for a particular year rather than failure to file the returns
on time, The House bill makes it elear that this interpretation of
present law is not correct. Your committee concurs., The applica-
tion of this section has been limited to information returns for which a
fixed due date is prescribed by regulation.

Section 90—Definition of underpayment

Present law (sec. 6653 (c) (1)) provides that for purposes of measur-
ing a deficiency in income, estate, or gift tax, the tax shown on the
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return is to be taken into account if the return was filed before the
last day prescribed for filing. The House bill makes it clear-that the
tax shown on the return also is to be taken into account if the return
is filed on the last day prescribed for filing. Your committee has
accepted this clarification. :

Section 91-—Termination of taxable year in case of departing aliens

Existing law provides that no alien may leave the United States
until he has procured a certificate that he has complied with all of the
obligations imposed upon him by the income-tax laws. Present law
also requires a departing alien cither to pay any income tax due, up
to the time of departure, or to file & bond or other security to insure

ayment of the tax before a certificate of compliance may be issued to
um. In practice the Internal Revenue Service makes exceptions to
these rules in the case of foreign diplomats and aliens in transit through
the United States without stopover privileges. ~

Your committee agrees with the Iilouse that the Secretary of the
Treasury should be provided with some flexibility in administering
these requirements. Therefore, it has concurred in the House amend-
ment (to sec. 6851 (d)) to provide that the Secretary or his delegate
may by regulations provide exceptions to the rule that all aliens
~departing the United States must obtain certificates that they have
“complied with all obligations imposed upon them by tho income-tax
law. In addition, this provision, which your committec has accepted,
provides that payment of taxes not otherwise due, or the furnishing of
bond for payment of these taxes, will not be required if the Secretary
or his delegate determines that the collection of the tax will not be
jeopardized by the departure of the alien. In this case, also, the
Secretary or his delegate may prescriby exceptions by regulations.

Section 92— Isankruptey and receivership proceedings

(a) Immediate assessment.—Present law (scc. 6871 (a)) provides
for the immediate assessment of any deficiency upon (1) the adjudica-
tion of bankruptcy of any taxpayer in any liquidation proceeding, or
(2) the appointment of a receiver in any receivership proceeding, or
(3) the approval of a petition of, or against, any taxpayer in any
other bankruptey proceeding. IHowever, the statute does not specify
whether an imme(}iate assessment may be made in those cases where
ap;l)roval of a petition in bankruptcy is not required. Such cases
include, for example, proceedings under the Bankruptey Act relating
to arrangements with unsceured ereditors.

The House bill makes it clear that the Government may make an
immediate assessment where the Bankruptey Act does not require
approval of the petition. Your committee has accepted this provision,

(b) No Tax Court proceeding to be instituted where unapproved
petition in bankrupley has been filed.—Present law (sec. 6871 (b))
provides that claims for deficiency, interest, ete., may be presented
to the court before which a bankruptey petition is pending despite
the fact that a i)etition for redetermination of the same deficiency is
pending in the Tax Court. However, it specifically provides that no
petition for redetermination of a deficiency may be filed with the
T'ax Court after adjudication of bankruptcy, appointment of a
receiver, or approval of the petition in any other bankruptcy
proceeding.
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The House bill makes it clear that no petition for redetermination
of a deficiency may be filed with the Tax Court after the filing of a
petition in bankruptcy, where the Bankruptcy Act does not require
approval of the petition. Your committee has accepted the
clarification. '

Section 93— Use of certified mail

Several provisions of the Internal Revenue Code now provide for
the use of registered mail, both by the Internal Revenue Service and
by taxpayers., For example, the Service is required to use registered
mail in issuing notices of deficiency and notices relating to the disallow-
ance of claims. Further, the use of registered mail with respect to any
pleading, notice, or process in respect of a proceeding beforo the Tax
Court is held by present law to be sufficient service of such pleading,
notice, or process. The Post Office Department in 1955, however,
established a new type of mail service known as certified mail.  Apart
from the fact that only matter of no intrinsic value is acceptable for
certified mail, registered mail and certified mail provide much the
same services, Moreover, certified mail is much less expensive than
registered mail.

Accordingly, the House bill amends the code to provide that
wherever the use of registered mail is presently required, either certi-
fied or registered mail may be used. 1In addition, the Secretary or his
delegate 18 authorized to prescribe by regulations the extent to which
section 7502 of the code regarding prima facie evidence of delivery
and regarding postmark date, now applicable to registered mail, are
also to apply in the case of certified mail. It has been indicated that
the Treasury Department will excrcise this authority, if granted, only
if the Post Office Department prescribes regulations requiring that the
postal employee who postmarks a sender’s receipt for certified
mail actually mails the letter. Your committece has accepted this
amendment.

This change is effective with respect to mailings which oceur after
the date of enactment of this bill.

Section 94—Reproduction of returns and other documents
Representatives of the Treasury Department have stated that
faster and more accurate processing of information contained on tax
returns, cards, and other records can he obtained through the use of
microphotographic and other reproduction processes. It has also
been pointed out that microfilming provides more durable and lasting
records and permits a great reduction in storage space, thus reducing
the cost of retaining rvecords, 'This is particularly true with respeet
to corporate returns and various statistical and accounting records
which must be kept for a long period. ‘The purchase and operation
of equipment for processing film and for making reproductions, how-
ever, would be expensive and, accordingly, has not been undertaken,
The House bill (code section 7513 under your committee’s action)
grants the Sceretary of the Treasury or his delegaic authority to utilize
the services of Federal agencies and commercial organizations for the
processing of microfilm and other reproducing materials, 1t is under-
stood, howover, that the actual photographing of returns and other
records would be performed only by Government employces. To pro-
tect the confidential character of information contained in returns and
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other documents, the Secretary is required to issue regulations provid-
ing safeguards against unauthorized use of microfilm or other repreduc-
tions and unauthorized disclosure of information contained in these
films or reproductions. In addition, a penalty of not more than $1,000
or imprisonment for not more than 1 year, or both, is provided for any
person who without authority uses the film or photographic impression
or reproduction or discloses any information taken from this material.
This provision further provides that microfilm and other reprodue-
tions are to have the same legal status as the original documents and
that these reproductions if properly authenticated, are to be admissible
in evidence in any judicial or administrative proceeding as if they
were the originals, whether or not, the originals are in existence.
Your committee has aceepted this House provision.

Section 96—Seals for offices of Treasury Department

The Judicial Code provides that documents of a Government
agency are to be admissible in court as evidence of the act, trans-
action, or occurrence involved. It further provides that properly
authenticated copies of these documents are to ﬂ)e admitted in evidence
equally with the originals.

In supplying the Justice Department with copies of Internal Rev-
enue Service records certified under seal (usually assessment records)
for presentation in court, it is now necessary that the copies be sent
from the field offices, where the records are kept, to the national
office in order to have the Treasury seal affixed. The copies are
then sent back to be filed in a court, usually located in the district
where the records are kept. This procedure for the authentication
of records kept in the field is unsatisfactory in that it requires addi-
tional paperwork in the national office, necessitates constant exchange
of documents between the field and national offices, and results in
delay of the presentation of evidence in situations where expeditious
action is essential.

To meet this problem the House bill (in sce. 7514 under your com-
mittee’s amendments) authorizes the Secretary to preseribe individual
seals for district directors of internal revenue and other officers and
employees of the Department to whom functions of the Secretary are
delegated. It also provides that judicial notice is to be taken of seals
prescribed under this authority if facsimiles thercof are published in
the Federal Register. Your committee has accepted this provision,
Section 96—-Income taxes paid under contract

In some cases lessees contract to pay a fixed rental to a lessor
without reduction for Federal income taxes, or agree to pay an annual
rental plus any Federal income taxes of the lessor attributable to this
rental income.  On occasion, contracts of this type are also entered
into by other than lessces and lessors,

For taxable years prior to 1952, it was the consistent practice of the
Internal Revenue Serviee, for more than 30 years, to include in the
lessor’s income only the amount of the fixed rental plus the initial or
original tax on the annual rental paid to the lessor. Any additional
tax of the lessor paid by the lessee under the lease agreement was not
included in the lessor’s income. This same rule also was followed
in the case of contracts between covporations. This rule can be
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illustrated by assuming a $100 rental payment and a flat 52 percent
tax rate:

Rental pavment. __ . oo $100. 00
Tax on $100 rental payment__ . ... 52. 00
Tax on st taX . e 27. 04

Total payment by lessee ... Lo ... 179. 04

The tax base in this case is $152 on which the tax, at a 52 percent rate,
i1s $79.04.

The above rule was changed m 1952 (Mimeograph 6779, C. B.
1952-1, p. 8), as modified by Internal Revenue Service Mimeo-
graph 51 (C. B. 1952-2, p. 65), with the result that for taxable ycars
beginning after December 31, 1951, the Internal Revenue Service held
that the lessor is deemed not only to have received as income the
stipulated rental payment, but also all Federal income taxes paid by
the Iessee on behalf of the lessor. Since the lessee is obligated to pay
all Federal incomne taxes, this additional tax, in turn, gives rise to
additional income to (he lessor which, in turn, gives rise to additional
tax and additional income, and so forth.  In (his manner the tax on a
tax is pyramided to a pomt where the income tax liability paid by the
lessee may be greatly in excess of the initial tax on the rental income,
except in those eases where the lease agreement contains a ceiling on
the liability of the lessee to pay the lessor’s taxes.  This “pyramiding”’
rule was also applied in the case of contracts other than leases.  This
rule can be illustrated by the same example as that given nb()vo
namely, 2 $100 rental pavment and a lat 52 percent tax rate:

Rental payment ... . R - : o $100. 00
Tax on $100 rental pnvmvnl .......... e e 52. 00
Tax on Ist baxo oo e 27, 04

Tax on 2d baN 14, 0608
Tax on 3d tax_. o i 73116
Taxondthtax_ ... . ____. ... .. ... ... . . 3. 8020
Tax on Sth CaX . - e o . 1. 9770
I.

Tax on O6th tax_ L. .. . 0280
Taxon Tthtax. ... ... ___. e T, T . 53406
Taxon 8thtax_ . .. ____. .. . I . DI : . . 2780
Tax on Oth tax. . .. e PR
Tax on JOUh baX_ L0752
Tax on HIth tax. o o SR . 0331
Tax on 120h baN . . e . . 0208
MTax on 18th bax e . L0106
Tax on Tdbh tax . . e . 0065
Tax on 16th CaX . .. e e e . 0020
Tax on 16th tax . _ o e e . e L0015
Tax on 176h CaX . . 0008
Tax on 18th tax_ . ... .. _.__. e e . 0004
Tax on TOth LaX . e e . 0002
Tax on 20th tax________.__.___ e I . 0001

Total payment by lessee .. oo ..-- 208. 3332

The tax base in this case is $208.33 on which the tax is $108.33.
Scetion 110 of the 1954 Code changed this rule for subsequent tax-
able years in the case of leases entered into before 1954 where both
the lessee and lessor are corporations. Under this seetion the lessor
is required to include in income only the amount of the rental pay-
ment, and only this amount is allowed as a deduction to the lessce,
The lessee is not allowed to deduct, any income taxes paid on hehalf
of the lessor. The “pyramiding” rule continues to apply, however,
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in the case of contracts other than leases. The 1954 Code rule for
leases can also be illustrated by the example of the $100 rental pay-
ment and a flat 52-percent tax rate:

Rental payment. . e ians $100
Tax on $100 rental payment_ _ _ _ .. 52
Total payment by lessee_ - o .. 152

In this case, however, the lessee can deduct only the $100 rental
payment paid "to the lessor and may not deduct the $52 payment of
taxes he made for the lessor.  Thus, he foregoes a tax benefit of $27.04
(assuming the 52-percent tax rate on $52 of income which otherwise
would be deductible).

Although the tax payments are divided differently betweon the
lessee and lessor, as indicated in the examples presented above, the
pre-1952 and posb-1954 rules applying to leases arve likely to result in
substantially the same total tax payments. Thus, the hardship in this
case exists only with respect to the taxable years 1952 and 1953 where
a much heavier tax burden is imposed.

In view of the consistent practice for more than 30 years of the
Internal Revenue Service, the House concluded that it is appropriate
to make the pre-1952 rule applicable to all taxable years coming under
the 1939 Code. It therefore amends the 1939 Code (scc. 22) Lo
accomplish this result.  This mnon(lmont provided that if a lease was
entered into before January 1, 1952, both the lessee and lessor are
corporations, and under the torms of the lease the lesseo i is obligated
to pay or reimburse the lessor for any part of his income taxes with
respect to the rentals he derives from the lease, then the new provision
was to be applicable.

Your committee agrees with the reasoningef the House as to the
treatment which should be accorded in the case of leases for the period
1952 and 1953. However, in its hearings the attention of your com-
mittee was called to the fact that a similar problem oxisted for the
years 1952 and 1953 for contracts between corporations even though
no lease was involved. As indicated above, before 1952 such con-
tracts were accorded the same treatment as lonscs and then for 1952
and 1953 they also were subjected to the “pyramiding” rule. To
provide cqualltv of troatment in these 2 cases for the 2 years under
consideration in the House provision, your committee believes that
for the years 1952 and 1953 “1)vrmm(lmg should also be wiped out
in_case of corporate contracts. Therefore, it has revised the House
provision to extend it to such cases. No (,lmngc, however, is made
in its application to leases,

Both the House and your committee’s versions of this provision are
effective for taxable years beginning after December 31, 1951, to
which the 1939 Code applws If any of these years are closed yuu's
the statute of limitations is opened for a per iod of 6 months after the
date of enactment of this bill for the claiming of credit or refunds.
No interest is lo be paid on any overpayment resulting from this
provision,

This provision is expected to result in a negligible revenue loss.

Section 97—Certain recapitalizations of railroad corporations

One of the two alternative methods on which the World War II
excess-profits credit could be computed was the invested capital
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method. An element of invested capital was ‘“‘equily invested
capital.” In general terms this was the money and property paid
in, plus the earnings and profits of the corporation an({)less any dis-
tributions made by it. Where a corporation was reorganized and
property was transferred from the old corporation to a new corpora-
tion and the exchange was a tax-free exchange, section 760 of the 1939
Code in general provided that the equity invested capital of the old
corporation was carried over to the new corporation for purposes of
determining its excess-profits credit. Thus, where the assets of a
railroad were transferred from one corporation to another in a pro-
ceeding in receivership or bankruptey, this section provided that the
equity invested capital of the new corporation would reflect the basis
of the assets transferred in the hands of the transferor corporation.
It has been held, however, that where a railroad corporation was
reorganized by means of a recapitalization with the result that the old
corporation’s charter is retained, the equity invested capital of the
corporation may be reduced, for example, where bonds of the corpora-
tion are exchanged for new bonds and stock.

Your committee sees no reason why the equity invested capital of a
railrond should be reduced where it goes into receivership or bank-
ruptey merely on the grounds that the reorganization takes the form
of a recapitalization and as a result there is no new corporation,
Substantially the same factual situation may exist where there is a
transfer of the assets to a new corporation but in this case there
is no reduction in the equity invested capital. As a result excess
yrofits taxes in this latter case may be smaller than in the former.
{\/Ioroover, your committee does not believe that this result was
intended at the time of the adoption of the World War 11 excess
profits tax. In providing a specific carryover of the equity in-
vested capital only where there was a transfer of the assets from one.
corporation to another it was thought unnecessary to provide for the
bankruptey or receivership ease where the same corporate charter
was retained; in such a case it was assumed that there would be no
reduction of the equity invested capital.

To provide equality of treatment for railroad corporations going
through a bankruptey or receivership proceeding hetween those which
are recapitalized and those whose assets are transferred from one cor-
poration to another, your committee has made an amendment to sec-
tion 723 of the Internal Revenue Code of 1939. In this amendment it
has provided that where a recapitalization of a railroad occurred
after December 31, 1938, in a bankruptey or receivership proceeding,.
the equity invested capital of the corporation, at the election of the
taxpayver, is to be the same as if the assets had been exchanged in a
tax-free reorganization to which section 760 of the 1939 Code applied,

This amendment is to apply to years beginning after December 31,
1041,

Section 98— Bequests, ele., to a survving spouse

Under both the Internal Revenue Code of 1939 (see. 812 (e)) and the.
Internal Revenue Code of 1954 (see. 2056) a marital deduction is
allowed in computing the taxable estate if the surviving spouse has a
right to the income from property for life, coupled with a general
power of appointment over it.  However, the 1939 Code (sec. 812 (e)
(1) (I)) requires in such cases that the property be placed in trust,,
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and because of doubt under the laws of various States as to what con-
stitutes a trust, it is not clear when a life estate will qualify as a trust.
Nor, is it clear under the 1939 Code whether property qualifies for the
marital deduction, when the interest given the surviving spouse
is placed in trust and the surviving spouse has an income interest in,
and power of appointment over, only part of the property.

On the other hand, the 1954 Code (sec. 2056 (b) (5)) provides that
property in a life estate, as well as property in trust, qualifies for the
marital deduction and that a right to income, plus a general power of
appointment, over only an undivided part of the property, will qualify
that part of the property for the marital deduction.

Your committee, therefore, has amended the House bill to add a
provision to conform the marital deduction provisions of the 1939
Code with the more realistic rules of the 1954 Code. Thus, if an
interest in property passes from the decedent to his surviving spouse
(whether or not in trust) and the spouse is entitled to all of the
income {rom the entire interest, or all of the income from a specific
portion of the entire interest with the power in her to appoint the
entire interest or a specific portion, the interest which passes to her
qualifies as a marital deduction in computing the taxable estate of the
(jecedent if it generally satisfies the »fohowing five conditions:

(1) The surviving spouse must be entitled for life to all of the
income of the entire interest, or a specific portion of all of the
income from the entire interest.

(2) The income passing to the surviving spouse must be
payable annually or at more frequent intervals,

(3) The surviving spouse must hiave the power to appoint the
entire interest or the specific portion to either herself or to her
estate,

(4) The power in the surviving spouse must be exercisable by
her alone and (whether exercisable by will or during life) must be
exercisable in all events,

(5) The entire interest, or the specific portion, must not be
subject to a power in any other person to appoint any part to
any person other than the surviving spouse,

The provision is to apply to estates of decedents dying after April 1,
1948, and before August 17, 1954. This was gencrally the period
under the 1939 Code in which the marital deduction was available.

The provision also opens the statute of limitation for purposes of
refund or credit of overpayments (where the statute was not closed
by a closing agreement or compromise), For this purpose the statute
is open for 1 year after the date of enactment of the bill. No interest
is to be paid with respect to any refunds under this provision,

Section 99— Change from retirement to straight-line method of computing
depreciation in certain cases

Prior to 1942, class I railroads for many years employed the retire-
ment method of computing depreciation on roadway assets for income-
tax purposes, as welY as reporting to the Interstate Commerce Com-
mission on this basis, These roadway assets include buifdings,
bridges, tunnels, water towers, etc., but not tho rolling stock, roadbed,
or the track. Instead of taking depreciation as the asset is used,
under the retirement. method, the original cost of an asset (less salvage
value) is charged off against income at the time of the retirement of

28508—68——8
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“the asset from use. In 1942, the Interstate Commerce Commis-
sion ordered class I railroads to change, not later than January 1, 1943,
from the retirement method of computing depreciation on roadway
assets to the straight-line method. Under the straight-line method of
computing depreciation, the original cost of an asset (less salvage
value) is charged against income by means of annual deductions over
its useful life.

Because of the Interstate Commerce Commission’s order, and be-
cause during World War II these assets were needed and, therefore,
were not retired and charged off against income, the railroads asked
the Commissioner of Internal Revenue to permit them to change
over, for income-tax purposes, to the straight-line method of com-
puting depreciation. Permission was granted, but only on the
condition that the railroads establish a reserve generally of 30 percent
of the cost of the roadway assets. The effect of this reserve was to
limit the remaining amount which could be recovered by depreciation
to the cost of these assets reduced by the 30-percent reserve. Although
the railroads objected to this condition, many of them finally agreed to
the establishment of this reserve imposed by the so-called terms let-
ters. The changeovers to the new method of computing depreciation
occurred, generally, in 1942 and 1943. A number of court decisions
have dealt with the tax effects of the retirement method of computing
depreciation and with the tax effects in changing from this method of
depreciation to another. These decisions relate to a number of differ-
ent issues and involve widely varying factual situations. They have,
however, thrown some doubt upon the validity of the 30-percent
reserve requirement imposed upon the railroads under the terms
letters. As a result, the railroads and the Internal Revenue Service
have heen engaged in a continuing controversy over the tax effects of
this change in method of computing depreciation, The amendment
made by the House bill is, in essence, a settlement of this controversy.

In the House debate on this bill, it was pointed out that, if the
Internal Revenue Service failed to sustain its position in court with
respect to the legality of these reserves, it has been estimated that
there might be a revenue loss of as mauch as $273 million for the years
1943 through 1955 and that, for the period 1956 to 1996, there might
be a total additional reduction in income taxes of approximately $50
million more than under the provision adopted by the House.

The form of the settlement provided by the House bill relates to
taxpayers who_changed from the retirement to the straight-line
method of computing depreciation for any taxable year beginning
after December 31, 1940, and before January 1, 1956. The treat-
ment provided is elective. If the election is made, & series of adjust-
ments are required, the general effect of which is outlined below.

- First, for taxable years beginning after December 31, 1955, the
taxpayer’s reserve for depreciation for the affected assets is to be
computed by including only (1) depreciation sustained before March
1, 1913, (2) depreciation computed taking into account the 30-percent
reserve requirement imposed by the terms letters for the years from
the date of the changeover to the taxpayer’s first year beginning after
December 31, 1955, and (3) the portion of the 30-percent reserve
applicable to certain dispositions of property occurring on or after
the changeover date and before the 1956 adjustment date. Thus, in
effect, this substitutes for the 30-percent reserve requirement the
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requirement that, for 1956 and subsequent years, the basis of the
assets involved is to be reduced for the actual depreciation which
.occurred before the imposition of the income tax in 1913, plus the
depreciation which was actually charged off in the period from the
changoover through 1955, taking into account only for this one
period the 30-percent reserve required by the terms letters plus the
part of the 30-percent reserve applicable to the dispositions referred to.

The effect of this adjustment is to permit for the future a larger
depreciation deduction than that permitted under the terms letters.
The reduction in the basis of the assets for pre-1913 depreciation is
equivalent to about one-third of the 30-percent reserve.

Second, for the period between the changeover date and the tax-
payer’s first taxable year beginning after December 31, 1955, the
depreciation reserve is to be computed by including the 30-percent
reserve and the depreciation allowable for prior years under this
reserve.  As a result, if a taxpayer elects to come under this section,
he cannot contest the 30-percent reserve requirement imposed by the
terms letters and, therefore, with one exception, noted below, he
cannot file claims or suits for refunds for this period.

The exception referred to above relates to a readjustment which
is permitted under the bill for purposes of determining the equity
invested capital base under the World War 1I and Korean war Excess
Profits Tax Acts. For this purpose, the basis of the assels is to be
reduced only for depreciation sustained before March 1, 1913 on
property held on the changoover date. The effect of this adjustment
will be to increase the excess-profits credit and decrease the income
subject to the oxcess-profits tax in the case of some of-the railroads.

Because of the possibility that the Service might fail to sustain its
present position in the courts, and because the provision adopted by
the House appears to be a fair and equitab}e settlement of the
controversy, your committee has accepted the House provision with
only a minor technicel change.

In considering this provision, the attention of your committee was
called to a railroad which was not a party to the terms letters and
which is still on the retirement method of accounting for tax purposes.
"This provision will have no application to such a railroad since it is
following a retiroment method of accounting,.

Section 100— Amendments to 1964 Code with respect to property acquired
from retirement method corporation

This section of the House bill is closely related to section 99. It
also deals with a changeover from the retirement method of taking
depreciation to another method of taking depreciation. The section,
however, applies to taxpayers who acquired property in a receivership
or bankruptey proceeding where the prior corporation which trans-
ferred the property to the taxpayer used the retirement method of
depreciation and the taxpayer acquiring the property adopts another
method of depreciation. In such cases, the acquiring taxpayer is re-
quired generally to make the type of adjustments referred to in section
99. Sincoe taxpayers coming under this provision are required to
n;uke this change, this provision differs frorn section 99, which is
elective,

The principal respect in which tho adjustments under this section
differ from those referred to in section 99 is that the 30 percent reserve
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provided under the terms letters (rather than the depreciation sus-
tained before March 1, 1913) is to be taken into account in computing
equity invested capitai for purposes of the World War II and Korean
war excess profits taxes.

Your committee in general agrees with the House action on the
grounds that such a provision is necessary to make sure that railroads
going through bankruptcy or receivership proceedings may not as a
result of these proccedings change from the retirement method of
accounting to tim straight line depreciation method without any
adjustment for pre-1913 depreciation, merely on the grounds that the
reorganized railroad represents a new taxpayer.

However, the attention of your committee has been directed to a
litigated case to which this section would apply if not modified. This
case is The Akron, Canton & Youngstown Razlroad Company v. Commis-
sioner (22 T, C. 648 (1954)), remanded to the Tax Court by the United
States Court of Appeals for the Sixth Circuit pursuant to stipulation,
order by the Tax Court modifying its decision entered January 12,
1956. %’n this case, there was a determination of the adjusted basis of
retirement-straight-line property of the type described in this provi-
sion, and the right of the taxpayer to use the straight-line depreciation
method was cstablished.  Your cominittee believes it is inappropriate
to compel a taxpayer in this situation, who has already litigated this
matter, to make adjustments not required by the court order. This.
appears espécially inappropriate in view of the faoct that section 99,
which has application to the bulk of the national railroads in the
United States, is elective rather than mandatory.

In view of this, your committee has provided that section 100 is.
not to apply to taxpayers if, before the date of enactment of this bill,
there has been a determination by the Tax Court or other court of
competent jurisdiction (in any proceeding in which the court decision
became final after December 31, 1955), for any taxable year, of the
adjusted basis of property of the type described by this scction, pro-
vided that the decision established the right of the taxpaycr to use-
the straight-line dcépreciation method.

Section 101-—Fatension of time for filing claims for refunds of overpay-
ments of income tax based upon education expenses paid or incurred

wn 196
The Internal Revenue Scrvice long held that relatively few educa-
tional expenses were deductible as business expenses, or as expenses.
incurred in the production of income. Generally, the Service had
held that for such expenses to be deductible they must be required as
a condition to the retention, by the taxpayer, of his present employ-
ment, On April 4, 1958, however, the T'reasury Department in a
news release announced that it was issuing final regulations which
were more liberal than the regulations previously in force, in that the
expenses incurred by a teacher for education could be deducted even
though they were incurred voluntarily and even though the courses.
taken carried academic credit or resulted in an increase in salary or in &
promotion, The news release also indicated that this change was
made in order to remove the distinction previously drawn between.
self-employed persons and employees, such as teachers, The final
regulations issued on April 5, 1958, provided that expenditures made
by a taxpayer for his education are deductible if they are for educa--
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tion (including research activities) undertaken to maintain or improve
skills required by the taxpayer in his employment or in his trade or
business, These new, and more liberal, regulations were made effec-
tive for years to which the 1954 Code is applicable, or generally back
to January 1, 1954, but credits or refunds can be made only if the
years involved are still open,

Your committee is pleased with the more liberal interpretation by
the Internal Revenue Service of what constitutes deductible educa-
tional expenses. A problem has arisen, however, as a result of the
date of the news release and the date the new regulations were
issued. For most calendar year taxpayers the period of limitations
expired with respect to thewr 1954 tax returns on April 15, 1958,
This was only 10 or 11 days after the date the new regulations and
news release were issued. Your committee belioves that this is too
short a time to have given teachers and others generally throughout
the country an opportunity to reexamine their 1954 returns and file
claims for refunds with respect to any expenses incurred then which
they then, for the first time, found were properly deductible under the
regulations.

Therefore, your committee has added a section to the bill which
provides that refunds or credits relating to the deduction of educa-
tional expenses may be made for any' taxable ycars beginning after
December 31, 1953, and ending after August 16, 1954; even though
.on the date this bhill is enacted, or at any time within 60 days there-
after, the statute of limitations has expired for any of these years
(except in the casc of closing agreements and compromises). For a
claim to qualify for one of these closed years, however, it must be
filed within 60 days after the date of enactment of this bill.

Section 102—Deductibility of accrued vacation pay

Under the 1939 Code (sec. 43) the period for taking deductions was
stated to be the taxable year in which the expenses were ‘“paid or
accrued” or “paid or incurred,” depending upon the method of
accounting, ‘‘unless in order to clearly reflect the income the deductions
or credits should be taken as of a different period.” In this connec-
tion, published rulings (GCM 25261, C. B. 19472, 44;1. T. 3956, C. B,
1949-1, 78), in %eneral held that vacation pay for the next year could
be accrued as of the close of the taxable year in which the qualifying
services were rendered if under the employment contract all of the
events necessary to fix the liability of the taxpayer for the vacation
pay had occurred by the close of the taxable year. In determining
whether the events necessary to fix the liability of the taxpayer for
vacation pay had occurred, the fact that the employees’ right to a
vacation (or payment in lieu of vacation) in the fohowing year might
be terminated if his employment ceased prior to the scheduled vacation
period was not regarded as making the liability a contingent one rather
than a fixed one. It was held that the liability was uot contingent
since the employer could expect the employees as a group to receive the
vacation pay and, therefore, that only the ultimate amount of the
liability to the group remained uncertain at the close of the year.

In Revenue Ruling 54-608 (C. B. 19542, 8) the Internal Revenuc
Service reconsidered its previous rulings on vacation pay. This
ruling held that no accrual of vacation pay could occur until the fate
of liability with respect to specific employees was clearly established
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~ and the amount of the liability to each individual employee was.
capable of computation with reasotiable accuracy. This ruling was.
~ initially made applicable to taxdble years ending on or after June 30,
1955. It was then thought that taxpayers accruing vacation pay
under plans which did not meet the requirements of the strict accrual
rules set forth in this ruling would utilize section 462 of the 1954 Code.
This section of the code, however, has been repealed and the Treasury
Department in a series of actions has continued to postpone the
effective date of Revenue Ruling 54--608 until Janu 1, 1959 (the
last postponement was made in %{ev. Rul. 57-325, IRB 1957-27, 11,
July 8, 1957). The Treasury Department recently announced in.
Revenue Ruling 58-340, Internal Revenue Bulletin 1958-28, page 19,
that the postponement of the effective date of Revenue Ruling 54-608
applies only to those taxpayers who were properly accruing vacation
pay under I. T. 39566. In the latest ruling postponing the effective:
date, Revenue Ruling 54-608 was made inapplicable to taxable
years ending before January 1, 1959, except in-cases involving an
agreement with a Jabor union which was in effect on June 30, 1957,
and which expires after December 31, 1958. In such cases Revenue
Ruling 54-608 is to be applicable for the first time to taxable years.
ending on or after the 90th day after the date such agreement expires.
This latest ruling states that there will be no further extension of the
period of inapplicability of Revenue Ruling 54-608.

Your committee has concluded that more time is required for study
before Revenue Ruling 54-608 is made applicable to those taxpayers.
who were properly accruing vaecation pay under I. T. 3956. There-
fore, your committee has extended for 2 more years the period in which
Revenue Ruling 54-608 is to be inapplicable with respect to such
taX{)ayers. Thus, in section 102 the bill provides that in respect of
such taxpayers deductions for accrued vacation pay are not to be
denied for any taxable year ending before January 1, 1961, solely by
reason of the fact that the liability for the vacation pay to a specific

erson has not been clearly established or that the amount of the
iability to each individual is not capable of computation with reason-
able accuracy. «

Section 103—- Retmbursement for moving expenses recewed by employees
of certain corporations formed exclusively to operate laboratories for
the Atomic Energy Commission

A situation has been called to the attention of your committee
involving moving expenses received by employees of a corporation
formed to perform research development and production tasks for
the Atomic Energy Commission on the ordnance aspect of atomic
weapons. The corporation concerned engages only in activities
assigned to it by tﬁe Atomic Energy Commission, and it operates
under a contract which specifically provides that all costs and expenses
of operation will be reimbursed by the Atomic Energy Commission
from appropriations by Congress. Also, under the contract the sery-
ices of the corporation involved are to be rendered without profit of
any kind. '

In-hiring the professional and skilled employees required for the
type of work in which the corporation is involved, the corporation

aid the traveling and moving expenses incurred by the new employees

in moving to accept employment. Until Revenue Ruling 55-140
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(C. B. 1955-1, 317) was issued in March of 1955, the officials of the
corporation had assumed that such expense reimbursement was not
taxable income. . This was bagsed on the fact that an Internal Revenue
Service ruling issued in 1949 to a laboratory, which was an Atomic
Energy Commission installation, initially had held that reimbursed
travel expense to a new employee from a person under contract to the
Atomic Energy Commission was taxable income, was modified by the
Commissioner in 1951, In the 1951 ruling it was held that reimburse-
ment for travel expense on transfers between different nonprofit con-
tractors in the Atomic Energy Commission complex was not considered
to be taxable income.

In view of all of the circumstances involved in this case, your
committee believes that it would be unfortunate to impose income
tax with respect to the reimbursement of moving expenses for the
employees of this corporation. It has, therefore, added a new section
to the bill relating to amounts received by an individual, after De-
cember 31, 1949, and before the date of enactment of this bill from a
corporation meeting certain qualifications, as reimbursement for
moving himself and his immediate family, household goods, and
personal effects to a new place of residence in order to accept employ-
ment with the qualifying corporation. This section provides that
moving expenses of the type referred to above are to be excluded from
the gross income of the individual to the extent that the reimburse-
ment did not exceed the actual expenses paid or incurred for these
purposes.

This provision is not, however, to apply in any case where the
individual involved was advised at the time of his employment by
an authorized official of the corporation that the amount of the reim-
bursement would be includible in gross income. In the case in
question it is understood that new employees on or about September 1,
1955, were advised specifically that the amounts reimbursed to them
for moving and travel expenses were taxable income and thus many,
if not all, of the new employeces hired after that date will not recoive
the treatment accorded by this provision. '

The conditions which must be met by a corporation to qualify
under this provision are (1) it must be formed exclusively for the
purpose of, and be exclusively engaged in, operating without profit a
scientific laboratory for the Atomic Energy Commission, and (2) it~
must be operated solely on funds appropriated to the Atomic Energy
Commission by Congress. .

Section 104—Extension of time for making refund of overpayments of
income tax resulting from erroneous inclusion of certain compensa-
tion for tnjuries or sickness 4

Section 22 (b) (5) of the Internal Revenue Code of 1939 provided
in general that amounts received through accident or health insurance
or under workmen'’s compensation acts, as compensation for personai
injuries or sickness were excludable from gross income. However, in
the past the Internal Revenue Service has held that sick pay received
from a self-insured employer’s plan did not qualify for this exclusion.

Early in 1952, in Arnold %V Epmeter v. United States (C. A. 7, 1952,

199 F. 2d 5085 the court rejected this position and held that sick pay

received under one of these self-insured company plans was properly

excludable from gross income under section 22 (bg, JI)S). On March 26,
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1953, however, the Internal Revenue Service issued news release I. R.—
.- 047, stating that it did not follow the Epmeier case. On April 1, 1957,
the Supreme Court in Gordon P. Haynes and Essie M. Haynes v.
United States (1957, 353 U. S. 81) sustained the position of the Seventh
Circuit in the Epmeier case and held that sick payments made under
a self-insured company plan qualified for the exclusion under the
1939 Code. —

As a result of the decision in the Haynes case, refunds are now being
paid on claims relating to self-insured sick plan payments where such
claims are not barred by the statute of limitations. However, under
present law a substantial number of such claims are barred. During
the period from March 26, 1963, when the Service indicated that it
Wc»uf)d not follow the Epmeier decision, until December 9, 1954, the
Internal Revenue Service followed the policy of disallowing these
claims for refunds. Claims during this period are not generally
eligible for refund because, in reliance on the announced policy of the
Internal Revenue Service that the Epmeier case would not be followed,
many of the claimants did not file protective suits upon receipt of
notice of disallowance of their claim, and the 2-year period of limitation
for filing suit for refund has expired. However, claims handled
by the Internal Revenue Service after December 9, 1954, were held in
suspense by the Internal Revenue Service with the result that these
claims for refund generally are still valid. As a result, the eligibility
of taxpayers to obtain refunds with respect to self-insured sick pay
claims now depends in large part on whether the claims happened to
be filed before or after December 9, 1954. Moreover, there ap-
%arently is some difference in this respect in the various local Internal

evenue offices, depending upon variations in promptness in handling
refund claims., In some cases taxpayers who filed claims before
December 9, 1954, are now entitled to refunds because the local offices
involved were not able to act upon the claims until after December 9,
1954, while taxpayers where the local offices were able to act more
promptly find that they arve now unable to claim refunds.

To remove this inequitable situation your committce has added a
new section to the House bill, This section provides that where there
has been an overpayment of income tax because of the inclusion in
gross income of an amount received as compensation for injuries or
sickness, if claim for credit or refund of this overpayment was filed
after December 31, 1951 (just before the Epmeier decision), and before
the statule of limitations for filing the eclaim had expived, the time
for commencing suits for refund (see. 3772 (a) (2) of the 1939 Code)
is to remain open until 1 year after the date of enactment of this hill.

Section 106—Amounts received by certain motor carriers in settlement of
claims against the United States

The attention of your committee has been called to a problem
presented by several trucking lines, During World War II there was
a strike of the employees of several trucking lines which was not
settled. Because of the war emergency the Government seized soveral
of these trucking lines and operated them from August 11, 1944, until
the fall of 1945. After the return of these lines to their owners claims
for compensation were made by the trucking lines to the Government.
These were settled in 1952 on the basis of a payment by the Govern-
ment of compensation for the use of the trucking business, measured
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by the rental value of the equipment, plus the amount of any 'operatin
loss or minus the amount of any operating profit for the perio
involved.

The tax problem presented is whether the amount received from the
Government should be reported as income in the year of receipt or
whether it should be treated as if it were income of the prior period
with respect to which the compensation was paid; namely, part of 1944
and 1945. Section 107 (d) of the 1939 Code, relating to back pay, in
general, provides that where qualifying tests are met, the tax attrib-
utable to the inclusion of the back pay in gross income for the taxable
year is not to be greater than the increase in taxes which would have
resulted from the inclusion of the back pay in gross income for the
taxable years to which it is attributable. It has held, however, that
this compensation paid by the United States Government was not
compensation received by the employee for services performed for
his employer and therefore that the back pay provision was not
available.

Your committee believes that compensation received from the
United States in the type of case described above is properly attribut-
able to the years in which the motor carrier systems were in the pos-
session or control of the United States. Thus, your committee has
concluded that taxpayers in such cases should be taxed as if this
compensation had been received in the years with respect to which
the compensation was paid. As a result, your committee has added
a new section to the House bill providing that amounts received in
settlement of a claim against the United States, arising from the fact
that United States through possession or control of a motor carrier
transportation system, owned by the taxpayer, at the taxpayer’s
election, is to be deemed income which was received in the taxable
years during which the motor carrier system was in the possession or
control of the United States, The taxpayer may make this election
within 1 year after the date of enactment of this bill.  Also, the period
for assessment of any defliciency attributable to the inclusion of the
compensation in a prior taxable year of the taxpayer is not to expire
until 1 year after the date the taxpayer makes the election.

Section 106— Reasonable cause for failure to file return

Section 106 of the 1939 Code provides that in the case of amounts
reccived by a taxpayer from the United States in the case of certain
claims against the United States, the surtax imposed with respect to
such an amount is not to exceed 30 percent, or if the normal tax also
is taken into account, the total tax is not to exceed 33 percent. In
1956 Congress added a new type of claim to which this provision
was made applicable. The claim was one arising under a contract
for the construction or installation of facilities for a branch of the
armed services where the claim remained unpaid for more than 5
years from the date the claim first accrued, if the claim was paid
prior to January 1, 19560, In addition, Congress in 1966 provided
that in determining whether or not additions to tax were to be imposed
for failure to file a return (under sec. 291 (a) of the 1939 Code) in
the type of cases referred to above, the term “reasonable cause” is
to be interpreted as including the filing of a timely incomplete return
under circumstances where the taxpayer believed that no return was
due on amounts received under a settlement from the United States.
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This amendment was made applicable with respect to taxable years
- ending after December 31, 1948, whether or not the statute of limita-
tions had expired (cxcept in the case of closing agreements or com-
promises). A

A situation has been called to the attention of your committee
where amounts were received during the period 1943 through 1948
inclusive, in settlement of a claim arising under the same contract
as one to which section 106 of the 1939 Code applies for years after
1948. In the period from 1943 through 1948 the taxpayer also re-
ceived the amounts under conditions which led him to believe that
the amounts were not includible in his income for tax purposes. For
periods since 1948 Congress has already provided in this case that the
tax with respect to the claim is to be limited to a maximum tax of
33 percent and that there arc-to he no penalties for failure to file a
return where a timely incomplete return was filed. Your commit-
tee’s bill extends the latter of these two features to cover the period
from 1943 through 1948, but provides for no modification of the tax
with respect to amounts received in this earlier period. Thus, the
provision added by your committee prevents the application of
penalties for failure to file a complete return for the period 1943
through 1948 where the taxpayer had the same reasons to helieve no
taxes due as he subsequently did with respect to a claim to which
section 106 of the 1939 Code was applicable.

HOUSE SECTIONS DELETED -

Section 9 of House bill which is omitied by your committee—Remainders
to related persons in the case of certain charitable trusts

The 1954 Code (sec. 673) provides that the income of an irrevocable
charitable trust for a period of 2 years or more is not to be taxed to the
grantor of the trust. _However, where the grantor has a reversionary
interest of 5 percent or more in the corpus or income of the trust no
charitable deduction is allowed to the grantor for the gift to charity
of the income for the 2-year period. 'The House hill also denies the
charitable deduction in the case of these chavitable trusts where the
corpus reverts to the grantor’s children, spouse, grandchildren or
other closely related persons.  The types of exempt charitable organ-
izations which qualify for exemption under the 2-year provision are:
churches, hospitals, and cducational organizations which normally
maintain a regular faculty and curriculum and have a reguldrly enrolled
body of students in attendance at the place where its educational
activities are carried on.

Your committee is of the opinion that if the Touse provision were
to be enacted it would severely limit the creation of short-torm
charitable trusts, ‘T'his is true because grantors would hesitate to
seb up such trusts where the corpus did not revert to members of
their family. Tn fact, the creation of such a trust for charity under
the House bill would not result in any benefit to the grantor which
he could not obtain by giving the property directly to membors of
his family without the income being set aside for an intervening
period, for onc of the specified charitable purposes. This is the result
of eliminating a charitable contribution deduction in such cases since
the property given to members of his family would in any case be
excludable from his income whether this was accomplished by setting
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up an irrevocable trust or by giving the property directly to members
oF his family. Your committee believes that the situation where the
corpus of a charitable trust reverts to a member of the family of the
“grantor is substantially. different from: the case where the grantor
himself has not irrevocably parted with all the interest in the property.
As a result, your committee has amended the House bill to strike
section 9, relating to remainders to related persons in the case of-
charitable trusts. Thus, a charitable contribution deduction will not
be denied with respect to an amount set up in trust where the remainder
eventually is to go to relatives of the taxpayer.

Section 17 of House bill which is omatted by your committee—Property
recetved in certain corporate reorganizations

The House report suggests that under present law it may be possible
for loss to be recognized to a taxpayer in conneétion with transactions
which in part come under section 358 dealing with tax-free exchanges.
However, to the extent loss is recognized in connection with such a
transaction the basis of the property received by the taxpayer should
be adjusted downward but the basis provision (sec. 358) does not
specifically provide for a reduction in basis in such cases. Accordingly,
the House amended the code (see. 358 (a) (1) (A)) to provide for a
reduction in basis of the property received to the extent of the amount
of any loss recognized to the taxpayer upon the exchange.

Your committee agrees with the House as to the result which should
be obtained in the situstion described above. However, further
study of this situation has indicated that the transaction described
above under present law would be considered as 2 trausactions, 1 of
them being tax free and resulting in no basis adjustment and the
other resulting in a recognized loss which would result in a downward
basis adjustment. As a result, your committee has deleted section 17
of the House bill.

Sectton 37 of the House bill which is omitted by your commitice—Carry-
back and carryover of foreign tax credit

Under present law citizens and alien residents of the United States
and also domestic corporations are subject to United States tax on
income from sources within and sources without the United States,
Since income from without the United States generally is subject to
incomo tax in the foreign country or possession, a credit is allowed
against the United States tax for those foreign taxes (or taxes of a
possession). Tho foreign tax credit is restricted by the so-called
country-by-country limitation in section 904, As a result of this
limitation the foreign tax which can be claimed as a credit cannot
exceed an smount which is the same proportion of the taxpayer’s
total United States tax liability before credit as tho taxable income
from the foreign country is of the total taxable income of the tax-
payer,

The House bill would provide a carryback and carryforward of the
portion. of the foreign tax credit which cannot bo used by reason of
the limitation. Under this provision, the excess amount can be carried
back for 2 years or forward for 5 succeeding years and can be used in
those years to the extent that the taxes paid to the foreign country in
any ofy those years is less than the limitation on the foreign tax credit.
The House report indicates that it would add this carryback and carry-
over of the unused foreign tax credit to present law to prevent double
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taxation which otherwise might occur because of differences in the
time of reporting income in the United States and in various foreign
countries, Illustrationsin the House report of the factors which might
result in differences in the timing of the reporting of income and
allowance of deductions wére:
(1) Reporting of taxable income from sales on the installment
basis in the United States without being permitted to report in
a similar manner in a foreign country;
(2) Differences under the laws of the United States and those
of the foreign country in the pricing of inventories;
(3) Differences in reporting foreign exchange profit or loss;
(4) Differences in depreciation methods in the United States.
and in the foreign country;
(5) The requirement of some countries that income taxes be
determined only on & fiscal year basis; and
(6) The use of an averaging device in the computation of
taxable income in certain foreign countries covering more than.
1 taxable year.

Your committee’s investigation of this provision has indicated that
‘while there is the problem of the difference in the time of reporting
income under the country-by-country limitation of existing law, the
effects of the foreign tax cregit carryover is not limited to such cases.
For example, where the effective rates of tax imposed by the foreign
country vary from year to year, a foreign tax credit carryover in
effect permits the circumvention of the country-by-country limitation.
For example, if in 1 year the rate of tax in the foreign country is 60
percent and-in the next year the rate is 30 percent, a credit carryover
will permit the portion of the tax not credited in the first year to be
credited in the next year. Thus, in reality the limitation will be”
exceéeded with respect to taxes of the first year. .

Also, where the taxpayer has losses in the United States, a foreign
tax credit carryover may be available even though there are no
variations in the time of reporting income in the United States and
the foreign country. For example, suppose that the taxpayer has a
$100 loss in the United States and $100 of income in a foreign country
in the same year, and that the taxpayer pays a foreign tax of $30
with respect to his foreign income. The taxpayer would have no
United States tax to pay under existing law. Under the House bill
he would have an excess foreign tax credit carryover of $30, and would
be entitled to carry over this credit to another year when it probably
could be offset against the tax on domestically earned income.

Since the effect of the foreign tax credit carryover of the House bill
is not limited to cases where there is a difference in the time of reporting
income, your committee decided that it should not act favorably on
this provision without further study. Therefore, it has deleted this
provision from the bill.



IV. TECHNICAL EXPLANATION
SECTION 1. SHORT TITLE, RTC.

This section of the bill, which is identical with section 1 of the
House bill, provides a short title for the bill, a provision to the effect
that references in the bill are generally to the 1954 Code, and a general
effective-date provision.

Short title

Subsection (a) of section 1 provides a short title for the bill: “Tech-
nical Amendments Act of 1958.”

Amendment of 1964 Code

Subsection (b) of section 1 contains a provision eliminating the
necessity of referring to the Internal Revenue Code of 1954 each time
a change is made in that code by the bill. Except as otherwise ex-
pressly provided, whenever in the bill an amendment or repeal is ex-
pressed in terms of an amendment to, or a repeal of, a section or other
p}‘OViSiOIl, the reference is to a provision of the Internal Revenue Code
of 1954.

Iiffective date

Subsection (¢) of section 1 provides effective dates for the amend«
ments made by the bill for which there are no separate special effective
dates. Unless otherwise expressly provided, (1) the amendments to
subtitle A of the 1954 Code apply to taxable years beginning after
December 31, 1953, and ending after August 16, 1954 (the general
effective date for income-tax provisions of the 1954 Code), and (2) the
amendments to subtitle F of the 1954 Code take effect as of August 17
1954 (the day after the date of enactment of the 1954 Code), an
apply as provided in section 7851 of the 1954 Code,

SECTION 2. RETIREMENT INCOME CREDIT

This section of the bill, which corresponds to section 2 of the
House bill, amends section 37 of the 1954 Code (relating to the retire-
ment income credit).

The House bill made three changes in section 37 to remove certain
differences between the application of section 37 to married indi-
viduals residing in community-property States and those residing in
common-law States. Subsection (a) (1) of the House bill provided
that, in the case of individuals who are married, any pension-or
annuity received by either spouse and attributable to services ren-
dered by either spouse shall {))o considered as the retirement income
of the individual who rendered the services. Subsection (a) (2) of
the House bill provided that, in determining the amount of any
benefits under social security, railroad retirement, or other excludable
pensions received during the taxable year, communit,y‘»proﬁerty law
shall not be taken into account. Subsection (a) (3) of the House

119



120 TECHNICAL. AMENDMENTS ACT OF 1958

"bill amended section 37 (g) to provide that for purposes of the defini-

tion of earned income any such income which is community income
shall be treated as the income of the individual who rendered the
services.

These provisions of the House bill equated the treatment of in-
dividuals residing in community-property States to individuals re-
siding in common-law States by overriding, insofar as the application
of section 37 is concerned, certain community-property-law prin-
ciples which would otherwise be applicable.

Your committee bill eliminates the House provision and provides
instead rules which effectively equate the application of section 37 to
all married individuals regardless of the law of the State in which they
reside by applying, in general, to all married individuals the rule which
would be applicable to residents of community-property States.

Definition of earned income
" The new subsection (h) (1), which is added by subsection (a) of
section 2 of your committee bill, relates to the determination of
whether an individual has received earned income in excess of $600
for purposes of determining if he is eligible for the retirement income
credit and to the determination of earned income received during the
taxable year for purposes of computing the reduction, if any, in the
maximum allowable amount of retirement income. Section 37 (b) of
the 1954 Code provides, in general, that an individual may be eligible
for the retirement income credit if he has received in each of 10 prior
calendar years in excess of $600 of earned income, and section 37 (d)
(2) of the code requires a reduction in the maximum allowable amount
of retirement income on which the eredit is based to the extent that
an individual receives during the taxable year earned income in excess.
of specified amounts. Uunder the new subsection (h) (1), income re--
ceived by a married individual in a particular year attributable to
services rendered by him is treated, for purposes of subsections (b)
and (d) (2) of section 37, as if it were received one-half by that in--
dividual and one-half by the individual who is his spouse in such year..
Thus, for purposes of determining under section 37 (b) whether a
taxpayer has received over $600 of earned income in each of 10
calendar years prior to the taxable year in which he claims the retire-
ment income credit, income received in a prior year by an individual
who was the taxpayer’s spouse in such prior year attributable to the
services of such spouse is treated as having been received one-half by
the spouse and onc-half by the taxpayer. Conversely, one-half of the
income received by the taxpayer in prior years attributable to his.
services is considered to have been received by the individual who was.
his spouse in those years. The attribution of income between individ-
uals is not affected by any change in marital status after the year in
which the income in question was received, For example, o widowed or
divorced individual is considered for purposes of section 37 (b) to have
received only one-half of the income actually received by him (for his.
services) in years prior to his divoree or his spouse’s death,  The for-
mer spouse 18, of course, considered to have received the other half of
such income. Also, for purposes of determining under section 37
(d) (2) whether a taxpayer has received earned income in excess of’
the amounts specified in such section, earned income received by such
taxpayer during the taxable year is treated as having been received
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one-half by him and one-half by the individual who is his spouse in
that year. The converse is also true, in that the spouse’s earned in-
come will be attributed one-half to the spouse and one-half te, the.
taxpayer. -

Determination of amount of pensions and annuities received

Under section 37 (¢), the term “retirement income’’ is defined to.
include pensions and annuities, and under section 37 (d) (1), the maxi-
mum allowable amount of retirement income upon which the retire-
ment income credit is computed is reduced by the amount of pgnsions.
and annuities received under social security and railroad retirement
and by the amount of certain other excludable pensions and annuities.

Subsection (a) of section 2 of your committee bill adds a new sub-
section (h) (2) to section 37, pursuant to which any pension or an-
nuity received by an individual in a particular taxable year which is
attributable to services performed by him or by the individual who is.
his spouse in such taxable year is treated, for purposes of subsections.
(c) and (d) (1) of section 37, as having been received one-half by him
and one-half by such spouse. Thus, in determining whether an
individual has received any retirement income during the year, the.
amount of any compensatory pensions, including a pension received
from a public retirement system and a pension received from a private
plan, attributable to services performed by him or his spouse, will be .
treated as having been received one-half by him and one-half by such
spouse. No part of a pension received by an individual attributable
{o services performed by & former spouse is allocated to his present
spouse. Thus, if a surviving spouse receives a pension on account of
the services rendered by her deceased husband, she will be treated as.
having received the entire amount thereof.

The special treatment of pensions and annuities under the new
subsection (h) (2) is only for purposes of computing the amount of'
retirement income upon which the retirement income credit is based
and does not affect the amount of pensions and annuities includible
in the income of the spouses. Accordingly, an individual resident of’
a common-law State who receives a taxable pension or annuity must
still report on his return the entire amount thereof, even though his.
spouse is entitled to a retirement income credit based upon the.
treatment of one-half of such pension or annuity as received by her.

““Determination of marital status
Under the new subsection (h) (3), as added by subsection (a) of
section 2 of your committee bill, the rules of section 143 of the 1954
Code are to be applied in determining whether individuals are married
during any taxable year, including taxable years not subject to the
1954 Code. Accordingly, no part of the earned income or pensions,
received by a taxpayer during a taxable year in which he becomes.
divorced from his spouse is treated under the new subsection as having

been received by such spouse.

Community-property law applicadle

The provisions of the new subsection (h) of section 37 of the 1954
Code are not intended by your committee to override ¢community-.
property-law concepts as to the ownership of income by married
persons. If under the law of a community-property State, certain
income is considered to be owned one-half by each spouse, such
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income will be treated under section 37 as having been received
one-half by each spouse. For example in determining the amount of
retirement income received in a taxable year by an individual residin
in & community-property State, divideng and interest income receive
by one spouse will be treated as having been received one-half by
each spouse if under the State law such income is considered to be
owned jointly. -

Effective dale

The amendments to section 37 made by section 2 of the bill are
applicable to retirement income credits for taxable years beginning
after December 31, 1957. 'Therefore, the new rule with respect to the
determination of earned income is applicable in determining the
eligibility of an individual and the amount of the allowable credit for
any such taxable year. In determining an individual’s eligibility
under section 37 (b) of the code for the credit for such a taxable year,
it is immaterial when the earned income was received.

SECTION 3. DEALERS IN TAX-EXEMPT SECURITIES

This section, which corresponds to section 8 of the House bill,
amends section 75 of the 1954 Code, which in effect provides for the
amortization of the premium on short-term municipal bonds by dealers
in tax-exempt securities. Generally, the premium must be amortized
over the life of the bond by an adjustment either to the cost of
securities sold or to the basis of such bonds so as to offset, in
effect, the tax-exempt interest income. Iowever, the term “short-
term municipal bond,” as defined in section 75 (b) of the 1954 Code,
does not include any bond disposed of within 30 days after the date
of acquisition by the dealer or any bond with the earliest maturity or
call date more than 5 years from the date acquired by the dealer.
Therefore, a dealer is not required under existing law to amortize the
premium on any such bond. Any loss realized upon sale or redemp-
tion of such bonds constitutes an ordinary loss which may be applied
against other income even though the interest that may be collected on
the bond in the snme period is tax-exempt.

The House bill amends section 75 (b) (1) by deleting altogether
the exception to amortization for bonds with earliest maturity or call
date more than 5 years after acquisition, and by providing that the
exception for bonds which are disposed of within 30 days after acquisi-
tion shall be applicable only where the amount realized on the sale of
the bond (or d)e fair market value of the bond at the time of its dis-
position in some other manner) is greater than the adjusted basis of
the bond, computed without regard to any amortization of premium
in the hands of the dealer under section 75.

Your committee has restored the exception to amortization for bonds
maturing more than 5 years after acquisition, but has made the avail-
ability of such exception subject to the requirement that the bond be
disposed of at a gain, just as in the case of a bond disposed of within
30 days. Your committee has also added a sentence to subsection (a)
with respect to bonds maturing more than 5 years after acquisition.
This sentence provides that in ﬁxe case of such bonds, the reduction of
“cost of securities sold,” which is required under subsection (a) (1)
to be made by those taxpayers valuing inventories on any basis other
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than cost, shall not be made annually, notwithstanding subsection (a)
(1), but instead shall be made in the aggregate for the year in whlcﬁ '
the bond is disposed of and in an amount equal to the adjustment to
basis described in subsection (a) (2). Since the adjustment upon
disposition is made applicable only to “municipal bonds” as defined in
subsection (b) (1), it does not apply to bonds disposed of at a gain
(or at a time when their fair market value is in excess of the basis of
the bond). The sentence thus eliminates the technical problem of
whether or not to amortize the premium on a bond which 1s still held
at the close of the taxable year; at which time it is impossible to de-
termine whether or not it will be disposed of at a gain. In the case of
the later sale or exchange of a bond at a loss (or disposition of such a
bond a* a time when its fair market value is less than its basis), the
sentence provides a method for reducing the “cost of securities sold” .
by the amount of the amortizable bond premium attributable to the
period during which the bond was held by the dealer.

As in the House bill, a conforming amendment is made to section
1016 (a) (6), relating to adjustments to basis, consistent with the-
elimination of the words “short-term” in the proposed amendment with
respect to both subsections of section 75.

The amendment is applicable only to obligations acquired after, and .
in taxable years ending after, December 81,1957, :

SECTION 4. STATUTORY SUBSISTENCE ALLOWANCE RECEIVED BY POLICHE

With the exception of a change in tbe effective date provisions, this.
section is the same as section 4 of the House bill. The section repeals
section 120 of the 1954 Code. . Section 120 provides for the exclusion
from gross income, not to exceed $5 per day, of a statutory subsistence
allowance received by police officials of any State, Territory, or posses-
sion, or any subdivision thereof, or the District of Columbia.

The repeal applies to taxable years ending after September 30,
1958, but only with respect to amounts received as a statutory sub-
sistence allowance for any day after September 30, 1958.

SECTION 5. DEFINITION OF DEPENDENT

This section which corresponds to section 5 of the House bill amends
section 152 of the 1954 Code, relating to the definition of a dependent.
Your committee has redesignated subsection (b) of the House bill as
subsection (¢) and has inserted a new subscction (b), which would
amend the last sentence of section 152 (b) (3) of the 1954 Code to
provide that certain adopted children may be claimed as dependents.

Spouse

Section 152 of the 1954 Code provides the definition of a dependent
and corresponds to section 25 (b) (3) of the 1939 Code. Subsection
(a) of section 152 defines the term ‘“dependent’”’ as any one of the
individuals listed in parsgraphs (1) through (10) of that subsection
who, during the calendar year in which the taxable year of the tax-
payer begins, received over half of his support from the taxpayer
(or was treated under section 152 (c), relating to multiple-support
agreements, as having received over half of his support from the tax-
payer). Those individuals listed in paragraphs (1) through (8) of -

28508589
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subsection (a) are identical with those who may qualify as dependents
under section 25 (b) (3) of the 1939 Code. The individuals described
in paragraphs (9) and (10) are individuals who did not formerly
qualify as dependents for income-tax purposes. :

Subsection (a) of this section, which is identical with subsection
(a) of the House bill, amends section 152 (a) (9) in order to clarify
the definition of a dependent. For purposes of the personal exemption,
a spouse of the taxpayer was not considered under the 1939 Code as a
dependent of such taxpayer, and no substantive change was made by
the enactment of the 1954 Code. However, the 1954 Code added a
new class of dependents consisting of an individual who, although not
falling within any of the specified relationships, has as his principal
place of abode the home of the taxpayer and is a member of the
taxpayer’s household. The amendment made by section 5 (a) of
the bill makes it clear that an individual who at any time during the
taxable year was the spouse of the taxpayer cannot in any case be
classed as a dependent of the taxpayer.

Adopted child

Subsection (b), for which there is no corresponding provision in
the House bill, amends section 152 (b) (3) of the 1954 Code, relating
to the definition of a dependent. Section 152 (b) (3) of the code ..
excludes from the term ‘“dependent” any individual who is not a
citizen of the United States unless such individual is a resident of the
United States, of a country contiguous to the United States, of the
Canal Zone, of the Republic of Panama or, under certain circum-
stances, of the Philippine Islands.

Subparagraph (B) of section 152 (b) (3) of the code, as added by
your committee, includes within the term ‘‘dependent’”’ any child of
the taxpayer legally adopted by him, if, for the entire taxable year of
the taxpayer, the child has as his principal place of abode the home
of the taxpayer and is a member of the taxpayer’s household, and if
the taxpayer is a citizen of the United States. «

Member of household .

Subsection (c), which is identical with subsection (b) of the House
bill, amends section 152 (b) (relating to definition of dependent) of
the 1954 Code so as to provide (for purposes of determining whether an
individual is a dependent) that an individual is not a member of the
taxpayer’s houschold if at any time during the taxable year the relation-
iiihip hetween such individual and the taxpayer is in vielation of local

aw,

Iyective date

Under section 1 (¢) of the bill, the amendments made by subsec-
tions (a) and (c¢) of scetion 5 of the bill are to apply to taxable years
beginning after December 31, 1953, and ending after August 16, 1954.
The amendment made by subsection (b) of section 5 of the bill is to
_apply to taxable years beginning after December 31, 1957,

BECTION 6., IMPROPER PAYMENTS TO OFFICIALS OF FOREIGN COUNTRIES

This section, for which there is no correspondinﬁ provision in the
House bill, amends section 162 by adding a new subsection (¢) which
bars a deduction for improper payments {o an official or employce of &
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foreign country. Subsection (c¢) of existing law is redesignated as
subsection (d).

This provision would deny the deduction, whether the payment
to the foreign official or employee is direct or indirect, i?, had a
similar payment been made to a Federal (United States) official or
employee, it would have been unlawful under the laws of the United
States. In this regard the laws of the United States comprehend only
Federal laws., Some such payments to foreign officials have been held
deductible under existing law, as ordinary and necessary business
expenses. But this section would deny the deduction of kickbacks
and bribes for example, which may be a necessary concomitant of doing
business in some foreign countries, whether the kickbacks or bribes are
paid to officials of the central goverument of the foreign state, or a
political subdivision thereof, because the payment of similar kickbacks
or bribes to a Federal official or employee would be unlawful. Lawful-
ness or unlawfulness of the payment in the foreign country is imma-
terial, as is the place of payment.

The provision is to apply only with respect to expenses paid or
incurred after the date of enactment of the bill. But it is specifically
provided that no inference is to be drawn from enactment of this
provision, where payments prior to its effective date are involved.
As to such payments, therefore, existing rules as laid down, for
example in Commissioner v. Heininger (320 U. S. 467 (1943)); Lilly v.
Commissioner (343 U. S. 90 (1952)); and, more recently, Commissioner
v. Sullivan (356 U, S. 27 (1958)), would continue to apply.

SECTION 7. PAYMENTS FOR MUNICIPAL SERVICES IN ATOMIC ENERGY
COMMUNITIES

This section of the hill, except for a clerical change and a change
in the effective date, is the same as section 6 of the House bill.

Persons acquiring or leasing real estate from the Atomic Energy
Commission at QOak Ridge, Tenn., and Richland, Wash., are required
to compensate the Commission, or its agents, for municipal-type
services rendered to such persons. This section of the bill amends
section 164 of the 1954 Code (relating to deductions for taxes) to

rovide that amounts paid or accrued, to compensate the Atomic
tnergy Commission for municipal-type services, by any owner of real
roperty within any community (as defined in sec. 21 b of the Atomic
tnergy Community Act of 1955) shall be treated as real property
taxes paid or accrued. For purposes of this provision, an owner
includes a person who holds such property under a leaschold from the
Commission, or its agents, of 40 years or more, and a person who has
entered into a contract to purchase property under section 61 of the
1955 act. Generally, an assignee of the original lessee will qualif
for the samo treatment as such lessee under this provision. Althou
scction 21 b of the act now refers only to Oak Ridge, Tenn., and Rich-
land, Wash., the provisions of this amendment would apply to any
similar Atomic Energy community subsequently included under the
provisions of section 21 b. '

The municipal-type services provided by the Atomic Energy
Commission include police and fire protection, public recreational
facilities, public libraries, public schools, public health, public welfare,
and the maintenance of roads and streets. Although 1t may include
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sewage and refuse disposal which are maintained out of revenues
derived from the general charge made by the Commission, it would
not include these services if a s?&rate charge was made. The taxes
for municipal-type services would not include charges assessed against
local Benefits of a kind tending to increase the value of the property
assessed, as described in section 164 (b) (5) of the 1954 Code.

Subsection (d) of section 164 of the 1954 Code (relating to the
apportionment of taxes on real Eroperty between the seller and
purchaser) will not apply to a sale by the Commission or other agent
of the United States Government.

This section will apply to taxable years beginning after December 31,
1957, ~

SECTION 8. WORTHLESS SECURITIES IN AFFILTATED CORPORATION }

This section, which is identical with section 7 of the House bill,
corrects & grammatical error in section 165 (g) (3) (B) of the 1954
Code, relating to the allowance of losses of securities in affiliated
corporations, by striking out “rental from” and inserting in lieu
thereof “rental of.”

SBECTION 9. NONBUSINESS BAD DEBTS

This section, which is identical with section 8 of the House bill,
amends section 166 (d) (2) (A) of the 1954 Code, relating to non-
business bad debts, by striking out ‘“‘a taxpayer’s trade or business”
and inserting in lieu thereof “a trade or business of the taxpayer.”
The amendment makes it clear that section 166 (d) (2) (A) excludes
from the category of nonbusiness bad debts only debts created or
acquired in connection with a trade or business of the taxpayer
claiming the deduction. -

BECTION 10. FACILITIES FOR PRIMARY PROCESSING OF URANIUM ORE OR
URANIUM CONCENTRATE

This section, for which there is no corresponding Provision in the
House bill, amends section 168 (e) (2) of the 19564 Code, relating to
certifications of emergency facilities after August 22, 1957,

Section 168 (e) (2) of the code contains the authorization for the
certifying authority, designated by the President, to issue certificates

“entitling certain persons to a deduction with respect to the amortiza-
tion of the adjusted basis (for determining gain) of certain emergency
facilities based on a period of 60 months. Under the provisions of
present law the authority to certify defense facilities for 60-month
amortization after August 22, 1957, is limited to 2 categories, namely,
facilities to be used—

(A) to produce new or specialized defense items or com-
poqex:lts of new or specialized defense items during the emergency
eriod, or
P (B) to provide research, development, or experimental services
during the emergency period for the Department of Defense &or
one of the component departments of such Department), or for
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the Atomic Energy Commission, as a part of the national defense
program,
and only such portion of such amount as such authority has certified
ig attributable to the national defense program. ‘

Uranium ore or concentrate processing facilities

Subsection (a) of your committee’s bill amends section 168 (e) (2)
of the code by adding a new subparagraph gC) to provide a third
category with respect to which certifications for rapid amortization
may be made, namely, a facility that is to be used to provide primary
processing for uranium ore or concentrate under a program of the
Atomic Energy Commission for the development of new sources of
uranium ore or concentrate.

Limitation with respect to wranium ore or concentrate processing
facilities '
Subsection (b) of your committee’s bill amends section 168 (e) of
the code, relating to determination of adjusted basis of emergency
facilities, by adding a new paragraph (5) to provide that no certificate
shall be made under new paragraph (2) (C) with respect to any
facility unless existing faclgities for processing the uranium ore or
concentrate are unsuitable because of their location.

Applications heretofore filed

The next to the last sentence of section 168 (e) (2) of the code
provides that an application for a certificate must be filed at such
time and in such manner as may be prescribed by the certi?ing
authority under regulations but in no event shall such certificate have
any effect unless an application therefor is filed before the expiration
of 6 months after the beginning of construction, reconstruction, erec-
tion, or installation, or the date of acquisition of the facility. The
second sentence of section 168 (d) (1) of the code provides that in
no event shall an amortization deduction be allowed in respect of any
emergency facility for any taxable year unless a certificate in respect
thereof shall have been made before the filing of the taxpayer’s
return for such taxable year.,

Subsection (¢) of your committee’s bill provides that:

(1) In the case of any certificate which is made under section
168 (o) of the 1954 Code for any facility to which the amendment
made by subsection (a) applies, if application for such certificate
was filed before the date of the enactment of this act and within
the time prescribed by the next to the last sentence of section 168
(e) (2) of such code, the second sentence of section 168 (d) (1)
of such code shall not apply with respect to any taxable year of
the taxpayer which ends prior to the date on which such certificate
ismade; and

(2) 